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Executive Summary
Boston Scientific is a world-wide industry leader in the Medical Instruments and Supplies industry.  Their products are used in a variety of medical fields for minimally invasive surgical procedures that are preferred to traditional methods.  Boston Scientific’s business is divided into four core groups, with their Cardiovascular products providing almost 80% of their revenues.  Their Taxus coronary stent systems are used in over 20 countries across the globe and are responsible for nearly 40% of the company’s overall revenues (Hoovers 1).  

Since the company went public in 1992, it has pursued a course of heavy acquisitions, resulting in increased product and business lines that have allowed it to maintain and indeed grow in market strength.  In the first quarter of 2006, Boston Scientific completed an acquisition deal with Guidant which extended their lines to include Cardiac Rhythm Management (“CRM”).  The deal cost Boston Scientific $27 billion but was projected to be well worth the price in the long-run.  

However, with costs relating to the Guidant purchase skyrocketing, including a $700 million breakup fee to Johnson & Johnson and 550 lawsuits over Guidant’s products, Boston Scientific has seen anything but profits since making the deal.  Additionally, the Food and Drug Administration (“FDA”) has issued several warning letters to Boston Scientific citing regulatory problems.  Two of these letters, one relating to Guidant’s CRM business and one relating to the Cardiovascular business, are still outstanding and have delayed approval of the company’s new stent systems which are needed to maintain market competitiveness.  These problems have caused Boston Scientific’s costs to increase drastically and over the past year have caused its stock to fall more than 65%.  
In order to turn the company’s performance around and begin moving in the right direction, Boston Scientific must undertake drastic changes.  We recommend implementing a new Economic Value Added (EVA) program that addresses three key aspects to Boston Scientific’s activities:  compensation, acquisitions, and the core business groups.  Additionally, we are recommending immediate revamping of the Selling, General, and Administrative expenses in order to reduce costs until the FDA warning letters are removed and the company’s new products can be released.  
An EVA system measures a company’s performance while considering cash flows and time value of money instead of relying solely on traditional GAAP accounting methods.  We believe that tying executive compensation directly to EVA performance will help bring their goals in line with shareholders and thinking more long-term.  Additionally, examining the EVA of prospective acquisitions as well as their current individual business groups will help management determine profitability centers and hopefully avoid making unprofitable purchases and decisions.  
In order to ride out the company’s current financial distress, Boston Scientific should reduce sales, general, and administrative expenses until the FDA warning letters are removed.  Both core business sectors of the company are currently have FDA warning letters that are preventing the company from implementing new innovative products into the market. Once the warning letters are removed, Boston Scientific will be in a better financial position to regain market share.
We believe that instituting these immediate changes will help Boston Scientific to reduce their costs and begin their realignment with shareholder concerns.  By 2008, the company should hopefully be in position to increase market strength with their new products.
Introduction

For over 25 years, Boston Scientific has led the way in developing, manufacturing, and marketing various medical devices for the advancements of less-invasive medicine.  These medical products are used as an alternative to major surgery and different medical procedures to provide a less traumatic option for the patient’s body.  From the beginning, Boston Scientific’s focus has been the innovation of new technologies and services to enhance patient care by reducing a variety of medical risks, time and problems.  Since they went public in 1992, Boston Scientific has continued to grow by acquiring other businesses.  Now with 28,000 employees, 26 manufacturing, distribution and technology centers, and delivering more than 15,000 medical technologies to over 45 countries, Boston Scientific is the largest medical device corporation committed to less-invasive medicine in the world.
Although they are still a top provider of medical products, Boston Scientific has not been doing well.  Boston Scientific’s stock prices have dropped over 65% from its high of $45.81 per share in 2004.  Since its acquisition of Guidant, Boston Scientific has greatly decreased financial leverage, decreased profits, fallen deep in litigations with Johnson & Johnson, and lost customer confidence with defective implantable cardioverter defibrillators.  

The company needs to make drastic changes to overcome these problems and increase its stock prices back to where it once was.  One recommendation for Boston Scientific is to use EVA to compensate executive salaries, to compare the four core businesses in Boston Scientific to see which part of the business needs the most improvement, and to test companies that they want to acquire in the future.
Recommendation 1:  Implement EVA

Executive Salaries


The true success of a company does not come from ingenious, in-depth ideas and strategies, but rather from efficient adjustments to a constantly changing business environment.  Because the executive officers and managers have the most influence on the effective response to these changes, the adjustments and improved performances should start with them.  Many companies have unnecessary, complex financial management systems rather than one central measure of performance.  Because areas like capital budgeting evaluations are measured using discounted cash flow analysis, but other parts like goal setting and investor information are given using accounting assessments, managers are confused as to exactly what they are supposed to do.  Although using profit margins, return on equity and assets, and earnings per share growth to measure the performance of managers have benefits, they are not an accurate depiction of the status of the company.  The problem with using accounting measurements is that it is based on accrual and not cash flow.  With a centralized financial management system using EVA, the managers have a more accurate tool for making decisions.  

One of the most important aspects of an EVA financial management system is incentive compensation.  EVA based compensation gives managers an increased incentive because of its objective to make them feel like owners.  With a mind set of an owner, managers have a driven urgency in the short run but also a vision of the long run.  They are more willing to accept changes rather than oppose them.  Most importantly, they see the success and downfall of the company at a more personal level.  Because maximizing shareholder value is one of the most significant goals for a manager, compensation that entices ownership and a leveraged stock option plan that actually makes them an owner are the evident reasons for using an EVA ownership plan. 

The sense of ownership comes from tying cash bonuses to improvements in EVA.  Benefits based on increases, as opposed to fixed levels, of EVA are a better method because it motivates managers to improve EVA even when it is negative.    

Another advantage of tying additional benefits to the increases in EVA is the correlation of EVA and stock prices, creating strong incentive for managers to improve EVA.  Since the managers bonuses and the stock that they own are related to EVA, managers receive two-fold the benefits for boosting EVA.  

We recommend that Boston Scientific utilize the following formula when calculating their executive bonuses (Agency 12):

Bonus = Base Salary * Bonus % * [1+ ((Actual EVA – Target EVA)/ Leverage Factor)]

By using this model, the company can reward executives appropriately by tying their compensation to the projected target EVA and measuring how closely they have achieved the company’s goal.  

With stock prices at 65% of what it was two years ago, Boston Scientific’s best move would be to use EVA based compensation as an incentive for managers to boost stock prices.  With a better understanding of the goals of the company, a fair bonus system, and stronger related goals of stockholders and managers, using EVA is a powerful tool to turn a falling company around.

Acquisitions

As part of the company’s strategic mission, Boston Scientific has undertaken a rigorous plan of growth and acquisition.  Over the past three years they have purchased half a dozen companies, both private and public, adding an additional two core business groups to their array.  As the most recent acquisition, Guidant has thus far proven to be a thorn in the side of Boston Scientific with over 550 lawsuits concerning their ICD (implantable cardioverter defibrillator) devices (Hoovers 1).  Since the end of 2005, the stock price of Boston Scientific has fallen from $24.49 to $16.23 (Yahoo! Finance), which is largely attributable to Guidant’s purchase and subsequent problems.

In order to avoid falling victim to poor acquisitions, we recommend using the Harnischfeger method of EVA to examine potential firms before acquiring them.  When considering the purchase of a firm, a three to five year historical EVA trend should be developed and analyzed.  In order to be considered further, the firm should show not only positive EVA that is above a certain criteria, but should also exhibit an improving trend over the span of the analysis.  

If a firm that is being considered for purchase is actually acquired, Boston Scientific should take the added measure of conducting a before and after purchase analysis of its own EVA.  Positive and negative changes should be investigated and tracked to ensure that the purchase has in fact added value to the firm as a whole.

Core Business Groups

A third way to implement Economic Value Added as a measure of performance is to run an analysis on each of Boston Scientific’s core business groups. Boston Scientific is organized into four core business groups: endoscopy, cardiovascular, neuromodulation, and cardiac rhythm management. 

By running a thorough EVA analysis on each of these business groups, Boston Scientific will be able to measure the performance of each segment as a separate entity. From there, they can see what areas of the company need to be improved upon based on which core segment has a negative or the lowest EVA. This will allow the company to make a more informed decision about performance, rather than basing a decision off of accounting methods. 

For example, if the neuromodulation core business segment has a negative or lower EVA than the other three segments, then executives can reevaluate the position of that core business group and take the necessary steps to improve its EVA.  If the EVA analysis shows that this core group is not adding any value to the company, then management may want to consider downsizing the group or selling it off altogether. 

Recommendation 2: Reduce S,G&A Expenses

Boston Scientific recently released its 2007 financial outlook and boldly projected double digit growth in sales overall for the coming year.  The company expects sales to increase in the 11 to 21 percent range, citing an anticipated jump in coronary stent market share and cardiac rhythm management sectors (CNN Money). In order for Boston Scientific to attain this kind of growth, we believe that the company will have to reduce spending in selling, general, and administrative expenses (“S, G, & A”) until the FDA warning letters are settled.  
Significance of FDA Warning Letters (483s)

The FDA warning letters represent the primary problem of poor quality control in the company’s systems, but more importantly they prevent the firm’s new products from being approved. These 483s affect both of Boston Scientific’s core businesses, the CRM and DES industries.  These business segments account for about 80%  of the company’s revenues (10-Q).  The medical instruments and supplies industry is a volatile industry where innovation and product development are vital to a corporation’s success.  Clinicians only buy the most effective and up to date products.  Competitors are always trying to be on the cutting edge of medical technology which results in products having a short life span.  If Boston Scientific does not get new products approved for distribution, it will leave the door wide open for competitors to gain valuable market share.  Medtronic recently got approval for its new drug elusive stent (DES), and Johnson & Johnson just acquired the DES maker Conor Medsystems (Moreira, Lash).  Increased competition into an already suffering DES market is not a good combination for the firm.  Studies this year noted the DES might actually increase the chance of a patient having a fatal blood clot.  In addition, a German study presented this week noted that angioplasty balloons can perform very close to the performance of DES (Hoover).  Boston Scientific plans on regaining market share when it introduces the superior Taxus Liberte stent.  It has already been approved in Europe and Japan; however the U.S. FDA will not even look at it until the warning letters are lifted. Boston Scientific currently has 54% of the DES market with its older Taxus stents; however it will be harder as time passes to maintain its position as the market leader (WSJ). The FDA inspection process tends to be slow and methodical, so the future of the company depends greatly on how quick the inspections and approvals are completed.  Until that happens, efforts should be made to reduce sales, general, and administrative expenses.
FDA 483s


The first warning letter was inherited in the Guidant acquisition.  In 2005, the FDA had already issued a 483 citing deficiencies in manufacturing systems and record keeping processes before prior to the integration (10-Q).  The CRM facility that is under warning in St. Paul, Minnesota, is currently ready and awaiting inspection.  The timeline for this to be completed is uncertain due to the FDA’ s slow nature, the possibility of new 483s given, and the chance a time consuming post inspection (JPM).  If the FDA verifies that the corrections have been made in quality control, then Boston Scientific will immediately move to get the new Frontier implantable defibrillators approved for distribution. The CRM division is also under scrutiny after Guidant had problems with defective defibrillators. Boston Scientifics recent product will address specific concerns regarding the quality and dependence of its implantable defibrillators.  In November 2006, the Latitude remote integration system was approved.  This system allows doctors to wirelessly retrieve data on an individual’s implantable defibrillator from the convenience of their home (BSX).  This will help the doctor’s in making medical decisions as well as put the patients mind at peace knowing it is working right.  This should help the CRM sector of the business earn back the patients trust and ease Frontier’s entry into the market once approved.

The second warning letter is the more difficult of the two.  This 483 was handed out January 26, 2006, notifying the company that there are still problems in three facilities.  This was the second time that the FDA had to write up a 483 for such regulatory deficiencies and had already issued warning letters in 2005.  With the daunting task of trying to harmonize quality processes and products, Boston Scientific established a task force called “Project Horizon” that would resolve the deficiencies in procedures across the company.  This costs the company about 11 million in reallocation of management resources (SEC).  The Board of Directors also created a Compliance and Quality committee to help focus efforts on monitoring and improving product quality (SEC).  Even if the corrections are made by the beginning of 2007, it will take months for the FDA to investigate the facilities, not to mention consolidating a report.  This warning letter is the more important of the two as well since it involves the drug-eluting stent (DES) industry, the firm’s most profitable core business.  The company is currently shooting for the third quarter of 2008, but the timelines are not that reliable due to so many unknown variables. 
Executive Salary Expenses

Boston Scientific relies heavily on its human capital and intangible assets. The management and executives play a vital role in keeping the firm afloat and are compensated accordingly. However, recent promotions and base salary raises, along with a hefty Performance Incentive Plan Opportunities seem out of place considering the current decline in sales revenue.

During the first nine months of 2006 the S, G, & A expenses had increased by $571 million or 42 percent (10-Q).  Most of that was attributed to the expenditures related to the Guidant purchase, increase in international sales force, and executive compensation.  We see most room for improvement in the 46 million dollars spent on executive compensation (10-Q). Boston Scientific’s Board of Directors granted promotions and base salary increases that reflect an increase in job responsibilities of four Executive and Senior Vice Presidents in late October of this year. Though the base salary raises (ranging from $32,000 to $95,000) are seemingly justified by the increase in responsibility, the Performance Incentive Plan Opportunity that offers an additional 75% of base salary seems a too generous considering the condition the firm is in (Form 8-K). This amounts to a salary expense of nearly $2.7 million as opposed to the previous year’s $1.3 million. Also, significant (85%) raises in compensation for the top five executives is unwarranted in a corporation that has seen its “share price drop by a third, its operating income drop by 40 percent and its net income slide 42 percent” (“Compensation”).


Boston Scientific should correlate executive compensation with EVA analysis (as recommend previously).  This will make their performance goals smaller incrementally, at least until the company can release its new Taxus Liberte stent product.  The bonuses would be smaller for annual goals, but be considerably larger with an achieved long term benchmark in about two years.  We chose two years because by the end of 2008 the Taxus Liberte system should be approved and on the market (10-Q).  The huge increase in expenses in the past three quarters must be justified by legitimate gains in order for the firm to remain profitable and maximize shareholder wealth. Until the stent market turns around and the FDA approves the distribution of new products, the corporation needs to focus on decreasing costs where possible starting at the top.  The Boston Scientific should take leadership by reducing their compensation bonuses in a time where sacrifices must be made for the company’s future to thrive.  

This strategy should also be implemented for management on all levels of the company.  The potential risk of angering employees and losing key employees is minimal.  This is considering the fact that only executives contracts are made up of 75% incentives, managers are primarily paid on a base salary.  The success of this plan will largely depend on how well the company communicates to lower level management that this temporary decrease in compensation will result in a more profitable company in the long run.

Conclusion

Our recommendations are designed to help Boston Scientific reduce their overall costs and realign management’s goals with those of the company’s shareholders- that is, to maximize wealth.  By 2008, the FDA hopefully will have removed all outstanding warning letters and approved Boston Scientific’s new product lines.  Additionally, they will have settled the high number of lawsuits they have accumulated and Project Horizon will have corrected the quality control issues by this time.  Until the letter are lifted, cutting costs in the S, G, and A expenses, will enable Boston Scientific to weather the storm of a sluggish coronary stent industry, and an expensive Guidant acquisition that has so far disappointed.  This adjustment in its costs structure and EVA-based measurement systems will help to propel the company back into their high achievement levels that they once enjoyed.
Appendix A:  Overview of the Company
Boston Scientific is a developer, manufacturer and marketer of medical devices that 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.  The company is the world leader in less-invasive technologies that allow the company’s products to be inserted through natural openings or small incisions and can be guided to most areas of the body to diagnose and treat a wide range of medical problems.   

Boston Scientific traces its origins back to the 1960s when John Abele purchased an equity interest in Medi-tech, Inc.  In 1979, with the help of Peter Nicholas, Abele bought out Medi-tech and created Boston Scientific Corporation.  The company went public in 1992 and has actively been making acquisitions ever since (bostonscientific.com).  
Products and Services
The Company is organized into four core business groups:  cardiovascular, endoscopy, neuromodulation, and cardiac rhythm management.  Each of these groups encompasses several of Boston Scientific’s twelve businesses.  
Boston Scientific’s leading business group is their cardiovascular group, of which their coronary stents make up a significant portion of sales (Hoovers 1).  Introduction of their various TAXUS stent systems throughout the United States and Europe in 2005 resulted in $2,556 million in sales (2005 Form 10-K).  
Facilities and Employees

Boston Scientific is a worldwide corporation with sales of its 15,000 products in over 45 countries (bostonscientific.com).  The Company as a whole employs more than 28,000 employees and has 26 manufacturing, distribution and technology centers across the world.  
Industry Trends and Competitors


Boston Scientific competes in the Medical Instruments and Supplies industry.   Several trends have occurred in the surgical and medical equipment industry over the past years. The trend toward home healthcare and services over the internet has contributed to high-speed growth in the market for surgical and medical equipment. Technological advancement has also proved to be a major factor in the growth of the industry. Expansion is expected to grow at roughly 4.6% per year into 2010 (Encyclopedia). More money is spent on research and development than any other industry in the marketplace. The United States currently accounts for as much as 50% of the production of medical devices in the industry. In addition, the industry workforce is made up of very diverse people from many different backgrounds. Key competitors in this industry include GE Healthcare, Johnson & Johnson, Baxter International, Roche Diagnostics, Siemens Medical Systems, and Becton, Dickinson and Company. 
Acquisitions/Divestitures

Since going public in 1992, Boston Scientific has pursued an extensive acquisition program.  In the past three years, the corporation has purchased half a dozen companies, both public and private, that include Advanced Stent Technologies, CryoVascular Systems, Advanced Bionics Corporation, Precision Vascular Systems, Rubicon Medical, and Guidant Corporation.  In January 2006, they purchased Guidant Corporation for $27 billion (2005 Form 10-K), adding coronary rhythm management to their diverse array of products.  
Executives


The President and CEO of Boston Scientific is James R. Tobin.  He joined the company in 1999.  Before joining Boston Scientific, Tobin held various management positions at Biogen, Inc., where he served as President and CEO from 1997 to 1999 as well as sat on their Board of Directors.  Previously, Mr. Tobin spent 22 years with Baxter International, rising from financial analyst to eventually becoming President and Chief Operating Officer from 1992-1994.  He is a graduate of Harvard, where he holds an A.B. and M.B.A.

Peter M. Nicholas has served as Chairman of the Board since 1995. Together with John Abele, Nicholas is the co-founder of Boston Scientific and has been a director since its creation in 1979.  Nicholas also served as CEO from 1979 to 1999.  Before creating Boston Scientific, he was a corporate director at Millipore Corporation and worked in several positions at Eli Lilly.  Nicholas holds a B.A. degree from Duke University and an M.B.A. from The Wharton School of the University of Pennsylvania.  
John E. Abele is the other co-founder of Boston Scientific Corporation and has served as a director since 1979.  He has served in various managerial functions for the company including Treasurer (1979-1992), Co-Chairman (1979-1995) and Vice Chairman and Founder (1995-1996).  Mr. Abele was President of Medi-tech, Inc. from 1970 to 1983 and held several positions at Advanced Instruments, Inc. prior to his time at Medi-tech.  Mr. Abele holds a B.A. degree from Amherst College.
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Appendix C:  Cardiovascular Sales
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