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Executive Summary

Since the late 1960’s Boston Scientific has been an industry innovator, providing the medical field with vastly new and helpful products.  With more than 25 years of improving the medical profession’s technology, BSX has always been highly focused on research and development in an effort to revolutionize the face of the medical field.  After their 1992 public debut, BSX has taken an aggressive acquisition strategy which has given them the reputation of an industry leader.  However, since their highly criticized acquisition of Guidant, their stock prices have plummeted from $26 in February to a current price of $16.  This is mainly due to an overpriced acquisition of Guidant for $27 billion, which has increased their debt and diluted their earning per share.  


We recommend that Boston Scientific implement an equity carve-out to divest the Cardiac Rhythm Management division within the newly acquired Guidant addition.  This division is the main portion of Guidant with an implied valued of $21 billion.  An equity carve-out is a divesture technique where the parent issues an IPO for a division within the firm.  Unlike a traditional spin-off, the equity carve-out allows the company to maintain a controlling interest by only selling a small portion of the division to the public.  This will also allow Boston Scientific the opportunity to reacquire the company at a later date.   Through the sale of equity, Boston Scientific will have the chance to use the capital to reduce debt, or buyback shares resulting in an increase in shareholder wealth.  Through the divesture of Guidant’s CRM division Boston Scientific would have the opportunity to restructure their capital by reallocating debt between the new entity and itself.  This process will lead to an ultimate increase in earnings per share between the two divisions, and reduce the risk of the debt by assigning it to the particular assets that it funds.


In order to restructure their debt, BSX will issue $5 billion in convertible bonds in annual segments of $1 billion to refinance their outstanding $5 billion syndicated term loan.  These bonds will carry a lower interest rate because there is less risk involved.  The bond includes a feature that allows security holders to convert their bond to common stock when the provisions of the bond are met.  This will decrease BSX’s interest expense exponentially over the next 5 years.  This method also aligns the interest of stockholders and bondholders as value is shifted from debt to equity.  The convertible claims on equity ensure that management is increasing shareholder value.  By replacing the current bank loans with the issuing of convertible bonds, BSX would save on its interest expenses, resulting in higher net income and increasing earning per share.  


Through the implementation of an equity carve-out and/or issuance of convertible bonds, a plan is set in place for capital restructuring and growth in earnings.  The ultimate goal of our recommendations is to increase shareholder wealth, which can be substantiated in the claims that follow.

Recommendation #1

Equity Carve-Out

In response to the negative effects that Boston Scientific’s dilutive acquisition of Guidant has had on share price, EPS, and capital structure, they should consider an equity carve out of their Cardiac Rhythm Management (CRM) division.  The CRM division was a major portion of the value in acquiring Guidant, with 21 billion of the 27 billion of the amount paid allocated to it (Lehman Brothers). 

The equity carve out is a divesture technique in which the parent issues an IPO of common stock for a subsidiary or division within company.  Instead of selling 100% of the new company as in an ordinary divesture, the company will maintain a majority/controlling interest in the company.  An equity carve out is viewed as a temporary restructuring technique that is followed by one of three events: the parent selling the remaining shares to a third party, the parent spinning off the remaining entity to current shareholders, or the parent reacquiring the outstanding carved out shares.

The percent reduction in ownership of the company is a signal to investors on management’s expectations regarding the future prospects of the subsidiary.  A high percentage or spin-off divesture signals to investors the parent’s intentions to permanently shed the subsidiary or division from its core.  The choice of a low percentage equity carve out indicates to investors the future for the subsidiary. The greater the ownership maintained by the parent, the more likely it is that they will end up reacquiring the carved out shares.

Boston Scientific should plan their equity carve out in a way that they can maintain control of the division through majority ownership.  This will set them up for reacquisition of the carved-out entity once it develops a history of earnings, and a capital structure of which can be more beneficial to Boston Scientific.  By performing the equity carve-out Boston Scientific will have more time to shape this portion of Guidant into a more favorable company to acquire.  This will essentially allow Boston Scientific a much slower transition period in acquiring the company.  Through this period they will be able to more efficiently merge the processes of both organizations in order to maximize profits.

Through initializing the sell of stock in their CRM division Boston Scientific will gain funding which they can use to pay down debt or buyback shares.  The financing strategy hypothesis suggests that if proceeds are used to repay debt, parent announcement and period returns will be higher than if proceeds would have been retained (Woolridge). With the funds raised, Boston Scientific would have the ability to pay down the debt and buyback some of the shares used to acquire Guidant.  The overall effect, would aid in the accretion of EPS, which was diluted during the acquisition.

The success of the equity carve-out depends on the strength of the division selected to be carved out, and in referencing Appendix B it is evident that the security produced from the equity carve-out can produce sufficient cash flows to support operations expenses and debt service.  Since the parent firm is more profitable, it is allocated half of the debt retained through the acquisition of Guidant.  If debt is optimally correlated between parent and subsidiary in the equity carve-out, it should be shown that the firm’s value increases.  In particular, this divesture brings about a reduction in agency costs of risky debt and an increase in the present value of debt-related tax shields (John).


The equity carve-out is a dynamic capital structure change that involves several transaction costs and fees, but it also addresses the problem of dilution and over-leveraging caused by the overpriced acquisition of Guidant.  The equity carve-out will provide capital to correct some of these problems providing Boston Scientific the chance to increase earnings so that through time they can increase their financial strength.  Unlike a traditional spin-off, in choosing this divesture Boston Scientific is given the opportunity to maintain benefits associated with controlling Guidant.  This helps improve investors’ attitudes toward the company and by maintaining control the firm is able to preserve its position in the highly competitive medical devices industry while increasing value to shareholders.

Recommendation #2

Convertible Bonds

Another way for Boston Scientific to alleviate problems associated with its high debt structure is to acquire lower interest rates by the issuance of convertible bonds and the use of those funds to pay off bank loans.  Boston Scientific’s earnings recently have diluted to $.24 per share, and much of that decline is attributable to the Guidant acquisition that brought $6.5 billion in additional debt.  When that is combined with $300 million a year incurred in interest, total long-term debt amounts to $8.9 billion and increases the debt to equity ratio to $.59.  We have found that major changes to debt financing must take place in an effort to invigorate Boston Scientific's declining stockholder wealth.

We will begin this process by issuing convertible bonds in $1 billion segments annually for five years at 4% interest rate, giving us about a 2% differential in interest since the interest rate is currently at 6.43%. This will dramatically decrease the amount of interest expense being paid and increase earnings.  There are two primary reasons for lowering interest rates.  First, it helps lower the cost of financing. Secondly, convertibles allow common stock to be sold at higher prices (Hampton).

Boston Scientific has become a highly leveraged company and therefore stockholders expect higher rates of return. Convertibles in this situation offer an “equity sweetener” because they can be constructed in such a way that the bond’s value is insensitive to the true risk of the company (Nyborg).  Convertible bonds are much less sensitive to risk than straight financing.  Instead of an investor demanding higher coupon rates, he is given the option to convert to stock.

The underlying basis for a lower required rate is that the securities can be converted into stock. This gives the bondholder a chance for capital gains which occur when the share price rises above the conversion price.  Basically, convertible bonds provide a call option on the company at a stipulated price (Hampton).  Until the call option is exercised, bondholders will receive a fixed interest payment in order to meet their required return.

Regular bond covenants are not able to prevent against all contingencies. On the other hand, convertibles will “sweeten debt” by reconciling stockholder-bondholder conflicts as value is shifted from debt to equity.  Risk is neutralized as convertibles act as call options on equity. Unexpected increases in company risk reduce the value of the bond portion of a convertible but at the same time increase the value of the embedded option.  These bonds tend to be used with riskier firms that have high growth and earnings volatility (Brennan). The convertible claims on equity will ensure that management participates in increasing shareholder value and therefore shareholder and management interests are aligned (Chew).

 The second reason that issuing convertible bonds will ultimately be a fix for Boston Scientific is that this feature will allow the company to sell their common stock at a higher price than their current market price.  When the convertible security is sold a premium is set at which the debt can be converted to the companies common stock.  The premium is set at prices normally 10-30% above the current market price of the stock (Hampton).  A company can issue common stock when seeking long-term financing, which would keep the firm from having to take on additional debt.  This would be an optimal solution for a company that has high and steady stock prices.  In the case of Boston Scientific this would not be a feasible solution because of their lower share price. If the price of the firm’s common stock is depressed it would have to issue an excessive number of shares to raise the necessary funds.  Since the conversion price is set 10-30% higher than the current price, fewer shares would be issued out when the security is ultimately converted.

In conclusion, the shareholder benefits from the issuance of convertible bonds.  When we issue convertible bonds in place of its current bank loans, we achieve a lower interest rate over time.  Boston Scientific will be able to save on its interest expenses and that will directly result in an increase of earnings per share.  Convertible bonds also improve several other areas of the company, one of which is manager-stockholder conflict.  When the managers’ interests are aligned with those of the stockholder, everyone benefits.  We believe this approach dynamically increases shareholder value.
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Appendix A: 

Overview of the Company

Divisions and Products

Boston Scientific specializes in the development, manufacture and distribution of medical and surgical supplies for 12 different medical areas, with the core groups being cardiovascular, endosurgery, neuromodulation, and cardio rhythm management, now their newest division after the acquisition of Guidant (BostonScientific.com).  The products developed by the cardiovascular division are coronary stents, drug eluting stents, and bare-metal stents.  It also develops technologies for electrophysiology and neurovascular procedures (BostonScientific.com).  Net sales worldwide for this division were $4498 (millions) in 2005 (2005 Boston Scientific 10-K).  The endosurgery division’s main products are Radial Jaw biopsy forceps, Polyflex esophageal stent, and CRE balloon dilators and it develops technologies for oncology, colorectal intervention, endoscopy, and gynecology.  Net sales worldwide for the endosurgery division were $1228 (millions) in 2005 (2005 Boston Scientific 10-K).  Boston Scientific’s neuromodulation division develops technologies and products, such as spinal cord stimulation products and the Hi Resolution Bionic Ear, which are used to treat disabling disorders such as deafness and chronic pain (BostonScientific.com).  Net sales for this division were $148 (millions) (2005 Boston Scientific 10-K).  The cardiac rhythm management division develops and manufactures products from the following groups:  implantable defibrillator systems, implantable pacemaker systems, and cardiac surgery systems (8/9/2006 Boston Scientific 10-Q).  Since the acquisition of this division in April 2006, there are only 2006 3rd quarter sales reports for earnings for Boston Scientific from this division of $446 (millions) (10/18/2006 Boston Scientific 8-K).

Facilities and Employees

Boston Scientific has 26 manufacturing, distribution, and technology centers across the Americas, Africa, Europe, Asia, and Japan. (BostonScientific.com). It also sets up sales representatives in 45 different countries distributing over 15,000 products worldwide.  Boston Scientific currently employs over 28,000 people (BostonScientific.com).   

Acquisitions

Since going public in May of 1992, Boston Scientific has acquired well over a dozen companies, the most recent, in April 2006, being Guidant Corporation.  More specifically, Boston Scientific acquired Guidant’s Cardiac Rhythm Management and Cardiac Surgery business units (BostonScientific.com).  Guidant was purchased for approximately $28.4 billion, which consists of approximately $14.5 billion in cash, 577 million shares for around $12.5 billion, approximately 40 million of stock options granted to Guidant employees, estimated at $450 million, $97 million for the buyout of options for certain former Guidant employees and around $705 million direct acquisition costs (8/9/2006 Boston Scientific 10-Q).

Industry and Competitors
Boston Scientific’s direct competitors are Johnson & Johnson, Medtronic Inc., and St. Jude Medical Inc (Yahoo! Finance).  The medical instruments and supplies industry is experiencing a resent decline in stent sales because of safety concerns.  Although for many companies this is a major part of their revenues, it is not expected to hinder the industry as a whole.  Other markets in this industry are expected to rise. Although the recall of Cardiac Rhythm Management devices in 2005 seemed to inhibit its future growth, new approvals from the FDA insure the expected growth of revenues from these devices to be met.

Customers

Boston Scientific mainly distributes its products to hospitals across North America, Europe, and Japan.  Excluding the impact of currency fluctuation, net sales increased 11% from 2004 to 2005 (2005 Boston Scientific 10-K). More specifically, net sales in the U.S. increased 10%, as compared to 2004, and international sales increased 15% (2005 Boston Scientific 10-K).  This increase is accredited mainly to having a full year’s sales in the U.S. of the TAXUS Express paclitaxel-eluting coronary stent system, as well as increased sales of the TAXUS system worldwide (2005 Boston Scientific 10-K).  As a percentage of sales of 2005, sales in North America were 72.3%, while sales in Europe and Japan were 18.5% and 9.2%, respectively.  

Executives

Jim Tobin joined Boston Scientific as President and CEO in 1999 (BostonScientific.com).  Previously, he worked for Biogen, Inc as President and CEO from 1997 -1999 and as Chief Operating Officer of Baxter International between 1992-1994.  Lawrence Best became CFO after joining Boston Scientific in 1992 (BostonScientific.com).  He also is the Executive Vice President for Finance and Administration.  Donald Baim, M.D., was appointed Executive Vice President and Chief Medical and Scientific Officer on May 6, 2006 (BostonScientific.com).
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	Boston Scientific Corp
	
	

	
	Income Statement
	
	

	
	
	
	

	
	
	
	

	
	Pro-Forma
	
	Pro-Forma

	
	Equity Carve-Out
	
	Parent Company

	
	2007
	
	2007

	Total Revenue
	$1,481.0
	
	$6,989.8

	Total Cost of Sales
	$410.0
	
	$1,641.5

	Gross Profit
	$1,071.0
	
	$5,348.3

	
	
	
	

	Operating Expenses
	
	
	

	R&D
	$312.0
	
	$801.8

	SG&A1
	$412.0
	
	$2,463.2

	Amortization
	$10.0
	
	$142.0

	GDT Royalties
	$3.0
	
	$0.0

	Total Operating Expenses
	$737.0
	
	$3,407.0

	Operating Income
	$334.0
	
	$1,941.2

	
	
	
	

	EBITDA
	$1,622.0
	
	$2,675.7

	Interest Expense2
	$171.0
	
	$261.0

	Interest Income and Other
	-$9.0
	
	-$10.0

	Total Other Income/Expense
	$162.0
	
	$251.0

	Earnings Before Taxes
	$172.0
	
	$1,690.2

	Income Tax Expense
	$40.0
	
	$388.8

	Income
	$132.0
	
	$1,301.5

	EPS
	$1.3
	
	$1.0

	Outstanding Shares
	100
	
	1284

	*scale in millions
	
	
	

	
	
	
	

	Note: In estimating the income of the equity carve-out security we found the 

	change in revenue and expense accounts before and after the acquisition and

	attributed the differences to Guidant.

	

	1 Half of the amount of SG&A contributed to Guidant is retained by BSX in order 

	    to represent the consolidation of the subsidiary equity.  

	
	
	
	

	2 Upon the equity carve-out divestiture, BSX retains half of the debt resultant

	    from the acquisition of Guidant.


Appendix C

	Boston Scientific Corp.

	Balance Sheet

	
	
	

	
	12/31/06
	12/31/06

	
	BSX
	BSX

	
	Equity Carve-Out
	Parent Company

	
	In-Thousands
	In-Thousands

	
	
	

	Cash & cash equivalents
	360,360
	796,640

	Trade accounts receivable, gross
	462,770
	1,153,230

	Less: allowances for doubtful accounts
	10,780
	86,220

	Trade accounts receivable, net
	451,990
	1,067,010

	Finished goods
	157,080
	332,920

	Work-in-process
	77,000
	87,000

	Raw materials
	57,750
	85,250

	Inventories
	291,830
	505,170

	Deferred income taxes
	277,970
	235,030

	Prepaid expenses & other current assets
	106,260
	312,740

	Total current assets
	1,365,980
	3,039,020

	
	
	

	Total property, plant & equipment, gross
	565,950
	2,022,050

	Less accumulated depreciation & amortization
	-69,300
	-862,700

	Property, plant & equipment, net
	496,650
	1,159,350

	Other Assets
	-13,090
	815,090

	Total intangible assets
	12,704,230
	11,043,770

	Total assets
	14,553,770
	16,057,230

	
	
	

	Current maturities of long-term debt
	3,850
	2,150

	Accrued expenses
	296,450
	1,212,550

	Income taxes payable
	386,540
	132,460

	Other current liabilities
	47,740
	91,260

	Total current liabilities
	534,380
	1,638,620

	
	
	

	Long-term debt(1)
	2,705,780
	6,186,220

	Deferred income taxes
	2,179,100
	912,900

	Other long-term liabilities
	969,430
	598,570

	Total Liabilities
	6,388,690
	9,336,310

	
	
	

	Common stock
	5,390
	9,610

	Retained Earnings
	-2,697,310
	2,697,310

	Treasury Stock
	201,740
	-656,740

	Capital Surplus
	-1,276,660
	1,276,660

	Other Stockholder's Equity
	11,931,920
	3,394,080

	Total stockholders' equity
	8,165,080
	6,720,920

	
	
	

	Total Liabilities and Stockholder's Equity
	14,553,770
	16,057,230

	
	
	

	
	
	

	
	
	

	
	
	

	Note: In estimating the balance sheet of the equity carve-out we found the change in balance sheet

	accounts of EOY 2005, and Q2 2006, which represent changes attributable to the acquisition of

	Guidant.  The equity carve-out will spin-off the CRM section of Guidant, of which contributes 77%

	of the value of the acquisition.  For this reason, to find the equity carve-out value the changes were

	multiplied by .77 to allocate the accounts to the equity carve-out balance sheet.  The remaining

	33% of the balances were added to BSX’s remaining accounts.
	

	
	
	

	(1)Long Term debt from the Guidant acquisition was split between BSX and the equity carve-out entity.

	
	
	

	
	
	


Appendix D
	Year
	Syndicated Bank Note 6.43%
	Conv't Bond 4%
	 Yearly Int. Expense 
	 Quarterly Interest Expense 

	0
	$5,000,000,000
	$0
	$321,500,000
	$80,375,000

	1
	$4,000,000,000
	$1,000,000,000
	$297,200,000
	$74,300,000

	2
	$3,000,000,000
	$2,000,000,000
	$272,900,000
	$68,225,000

	3
	$2,000,000,000
	$3,000,000,000
	$248,600,000
	$62,150,000

	4
	$1,000,000,000
	$4,000,000,000
	$224,300,000
	$56,075,000

	5
	$0
	$5,000,000,000
	$200,000,000
	$50,000,000

	
	
	
	
	

	
	
	
	
	

	
	Income Statement
	   2nd Quarter 2006
	   2nd Quarter 2011
	

	
	 Total Common Shares Outstanding
	$1,486.70
	$1,486.70
	

	
	 Revenue
	$2,026
	$2,026
	

	
	 Other Revenue, Total
	 -
	 -
	

	
	 Total Revenue
	$2,026
	$2,026
	

	
	 Cost of Revenue, Total
	$630
	$630
	

	
	 Gross Profit
	$1,396
	$1,396
	

	
	 Selling/General/Admin. Expenses, Total
	$719
	$719
	

	
	 Research & Development
	$272
	$272
	

	
	 Depreciation/Amortization
	$153
	$153
	

	
	 Unusual Expense (Income)
	$0
	$0
	

	
	 Other Operating Expenses, Total
	$57
	$57
	

	
	 Total Operating Expense
	$1,831
	$1,831
	

	
	 Operating Income
	$195
	$195
	

	
	 Interest Expense
	-$143
	-$50
	

	
	 Net Income
	$76
	$126
	

	
	
	
	
	

	
	 Note: Bonds cannot be  
	
	
	

	
	 converted within 5 yrs of issue 
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