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As portfolio strategist in the Blue Hen Investment Club, I am reevaluating our healthcare sector holdings.  We 
currently hold five positions: Gilead Sciences, Medtronic, Merck, Myriad Genetics and the Healthcare Select 
SPDR ETF.  The current weights are as follows:  


 


Clearly, we have heavy exposure to the Sector ETF (41%), representing double the capital of our next largest 
holding, Gilead Sciences.  My plan is to reduce our holding in the ETF by 15% or liquidate our other devices 
company, Medtronic, following the announcement of a $43B acquisition and use the funds to purchase Boston 
Scientific.  My valuation scorecard yields a rating of 2.0125, a weak buy, based on the following weights.    


 


Boston Scientific Corp., headquartered in Natick, Massachusetts, develops and manufactures minimally invasive 
medical devices.  In 2013 the company’s products treated roughly 19 million patients generating $7.143 billion 
in revenue in three product segments: rhythm management, cardiovascular and MedSurg.   


Qualitative analysis: 


Was driven by a variety of assessments that provided a strong understanding of Boston Scientific, its core 
operations and potential in the coming years.  Based on the following analysis, I am confident in giving 
qualitative analysis the highest weighting of 37.5% and a rating of Strong/Weak Buy-1.5. 


Sector outlook:  The healthcare industry is coming off a record 2013 but in April-May of this year the rich 
valuations fell off drastically.  These valuations coupled with recent government commentary regarding extreme 
drug pricing made investors wary and prompted a selloff.   While the effect was most drastic with biotech 
companies, the ripple effect was felt in the pharmaceutical and products subsectors.  In the devices space 
specifically, the emergence of new products to cope with the aging population improves revenue prospects and 
hospitals are looking to partner with devices companies in an ongoing effort to cut costs and streamline 
operations, which would provide constant growth opportunities for BSX.  The Affordable Care Act (ACA) has 
certain provisions that are not yet fully established, therefore their full effects are not fully understood.   


Porter’s Five Forces: Threat of new entrants- Weak.  The healthcare industry is very capital intensive and R&D 
expenses are high.  In addition patients and lengthy FDA regulation further protect the market from new 
entrants.  Given these factors, it is challenging for new companies to gain significant market share.  Threat of 
substitutes-High.  The industry has many competing products that are often patent protected, resulting in a 
highly competitive market.  BSX alone holds over 16,000 patents, and over 7,000 pending patients.  Bargaining 
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power of suppliers-Weak to moderate.  Boston Scientific has a broad range of suppliers that provide 
components for their end products.  Their 30 supplier’s provide everything from basic commodities to custom 
components.  Obviously, raw materials from commodity suppliers are readily available and pose little supplier 
risk. However, specialized healthcare components are subject to FDA approvals and suppliers are not abundant.  
This poses a market share risk for the company since they do not source from multiple sources.  Bargaining 
power of Buyers-Moderate.  Boston Scientific has 9 customers and a majority of them are hospital networks.  
Not one buyer dominates BSX’s revenue, but due to the smaller number of buyers, BSX must be 
accommodating.  Rivalry within the industry-High. The devices industry faces high competition with direct 
competitors such as Johnson and Johnson, Medtronic and a variety of smaller, more specialized companies.  In 
addition, non- device companies, such as pharmaceutical and biotech companies, may offer alternative 
treatments or therapies to their medical devices.                 


Leadership and Corporate Governance:  The board of directors consists of 12 members, 11 of which are 
independent of Boston Scientific.  The lone internal member is the CEO, Michael Mahoney, and he is not the 
chairman of the board, which is a positive sign.   Additionally, the board consists of 5 committees, including the 
audit and compensation committees, both of which consist of three members.  The CEO’s compensation totaled 
$10.8B in 2013. Of this $10.8B compensation, less than 9% is salary and nearly 70% is tied up in stock or stock 
options.  It is worth noting that Mahoney, who has been with BSX for just two years, no longer receives a bonus 
as he did in his first year.  


Company Events: 


JP Morgan Healthcare Conference- Jan. ‘14 


The company reported positive clinical trial results for their premier product, SYNERGY, a bioabsorbable 
coronary stent system.  Mahoney (CEO) mentioned that if the product was as effective as the non-bioabsorbable 
products, they believe the price premium would be justified and supported in developed countries. 
(effectiveness results were confirmed in a May ’14 press release).   


Goldman Sacs Global Healthcare Conference-June ‘14 


• The company has identified that it is under-invested in emerging markets in each of their franchisees.  
Currently, the company is about 8-9% of sales and is targeting 15% by the end of next year.   


• The company purchased 72% of IoGyn, a company specializing in gynecology surgery products, in the 
past month for $65 million to grow the women’s health business, especially in emerging markets. 


• Alair, an asthma treatment system, continues to receive high marks from patients and company 
executives since it reduces severe exacerbations by nearly 50% and cuts the amount of emergency room 
visits by 88%.  The biggest challenge for this product is getting the major insurers to cover it, until then it 
will not contribute meaningfully to sales.   This is a focal point for the company in the coming months.   


• BSX stated that it would like to go from 19% to 25% operating margin by 2017, which requires 100 basis 
points a year in growth.   


• Growth expectations remain at 3-5% for the coming year and returning cash to shareholders is a priority 
although the company pays no current cash dividends.   


• The company has repurchased 16% of their shares as part of their $1 billion repurchase plan announced 
in early 2013.  


Q1 Earning and Conference Call (April ’14)  








• Triumphs: Plans to deliver 3-5% sales growth for 2014 and double digit EPS growth.   
• Q1 2014 was the fourth straight quarter of operational revenue growth.  
• Q1 figures were 4% operational revenue growth and margin improvement drove the adjusted EPS up 


21%. 
• Emerging markets provided strong revenue growth (22%) but currently only represents 9% of total sales, 


BSX has a goal of 15% by year end.   
• BSX has two primary interventional cardiology (IC) products: Synergy and Promus Premier.  Synergy is 


the higher stent product since it is bioabsorbable, however, it is currently only launched in Europe since 
it will not be well supported in emerging markets.  Premier fills the gap, offering a lower priced option 
and completes BSX’s price stratosphere in this category.   


• The Cardiac Rhythm management (CRM) segment saw the biggest relative change in Q1 and margins 
nearly doubled.   


• Concerns: Aldair continues to do well but will not meaningfully contribute to revenue until approved by 
major health coverage plans.  


• Focus: Improve operating margin to 25% by 2017 from our current level of 20%, a 2% increase YOY.   


Product and Geographic Segmentation: BSX’s product segmentation (appendix A) has been very constant since 
2009, with Cardiovascular being the largest segment.  Prior to 2009, BSX did not have any rhythm management 
products in its pipeline and cardiovascular products accounted for 80% of their annual revenue.  In terms of 
geographic segments (appendix A), BSX does a majority of their business in the United States; however, a thing 
to look out for in the future is their expansion in emerging markets which is expected to be 15% by year end. 


Ratio Analysis:   


Competitor’s Ratios:  The default peers provided by BBG were not relevant to BSX’s core functions, so a custom 
list was created to increase the reliability (note: the same peers were used throughout). At first glance, the 
relative valuation of BSX does not look so good with 21 of 28 metrics below the peer median (appendix B).  
However, further analysis reveals that those ratios are equal to or slightly below the peer median.  For instance, 
financial leverage for BSX is 2.53 v. a median of 2.27, a slight divergence.  A positive sign is that BSX’s PB Ratio is 
lower than its peers which indicated that the company may be trading at a discount.  The most worrisome ratio 
is a negative pretax profit margin (-3.12 v. 19.84), however, the historical trend is positive (Appendix B) which is 
as important as the current ratio itself.  Hold-3 


Ratios Overtime:  When looking at the ratio’s overtime (appendix C), BSX is performing well across all areas 
except their solvency ratios.  The asset turnover is on a steady upward trend which means the company is 
making good use of their assets and is generating revenue from them.  Despite BSX’s current negative pretax 
margin, the historical trend is positive which a comforting sign.  Additionally, EBIT margin is lower than it was 5 
years ago but has stabilized over the past three years which indicates the company’s earnings are less volatile. 
Like the competitor ratio’s, the solvency figures are worrisome as their debt figures rise and their interest 
coverage falls.  This means that the company is taking on more debt, likely through acquisitions, and has less 
ability to carry that additional burden.  This is something to keep an eye on in the future.  Weak Buy-2 


Tobin’s Q Ratio:  The Tobin’s Q is a ratio of the firm’s market value to the replacement costs of the company’s 
assets.  It assumes that the ratio will trend toward 1, meaning the market value should be equal to the firm’s 
assets.  BSX has a ratio of 1.56 which in nominal terms indicates the firm is overvalued.  However, compared to 
their peers, the Tobin’s Q is significantly lower which would indicate the stock is undervalued. Despite this, 








correctly calculating replacement costs for a firm’s assets is exceedingly difficult, this coupled with the simplicity 
of the model does not make it very reliable and thus a low weighting on my scorecard.   Hold/Weak Sell-3.5 


 


R&D to Sales:  The R&D net sales is higher than the peer median which can sometime be interpreted as a 
negative sign due to lower savings.  However, I believe it to a strength in a bull market as it fuels market share, 
product development and increases margins. This will be important for BSX as they continue to develop their 
products such as Aldair and Synergy, both of which have huge growth potential.  Weak Sell/Hold-2.5        


 


PEG Ratio:  The PEG ratio is the PE ratio divided by the growth rate of its earnings for a specific time period (one 
year).  The ratio determines the value of a stock while taking growth into account.  Generally the lower the ratio, 
the more the stock is undervalued given the historical growth rate.  According to its PEG ratio, BSX is slightly 
overvalued compared to its peers.  Their EPS growth over the past five years was -7.96% which is a bit 
concerning.  However, this was likely driven by the company’s increased acquisition history and R&D costs.  
Hold-3 


 


Put/Call Ratio: BSX’s put/call ratio is a concern coming in at 2.51, which indicates the total volume of puts is 
nearly double that of the call volume.  This indicates that investor sentiment feels that the price will fall in the 
futures.  It is interesting that the put/call ratio is very different from the SI, which reported that very few shares 
were held in a short position. Strong Sell-5   


Technical Analysis: 


Short Interest:  Short interest represents the total number of shares currently sold in a short position.  Usually, 
short sellers are more sophisticated than the average investor and tend to reflect the institutional money.  
Therefore, a low short interest is interpreted as a bullish sign and a high short interest is a bearish sign.  Over the 
past year, BSX’s highest SI was in July 2013 and has had a downward trending short interest ever since (appendix 
D).  Currently the short interest sits at a modest 20.2 million shares or 1.54% of all outstanding shares.  This is a 
positive sign as it indicates that the large institutional investors (i.e. intelligent investors) believe the price will 
not fall.  The short interest ratio currently sits at 1.87, meaning it would take just shy of two days for an investor 
to liquidate their position.  Strong Buy-1 


MACD:  The MACD is an exponential, trend-following, moving average and is preferred over the simple moving 
average because it is much faster, hence ‘exponential’, and thus reduces lag which can give you inaccurate 
pricing.  BSX’s moving averages on the one year MACD (appendix D) are trending upward and near the last price 
of the stock, indicating a higher risk-reward ratio.  Usually the best trades come after the price returns to the 








moving average, which has been the case for the past two months.  Additionally, the MACD is about to cross 
over the trigger line, which indicates an upward swing in momentum.  Strong/Weak Buy-1.5 


Bollinger Bands: Bollinger bands utilize an exponential moving average and two bands, one upper and one 
lower, to represent the standard deviation of the stock.  The upper and lower bands can expand/contract to 
match market volatility, which increases the technique’s reliability.  In my example (appendix E), I utilized a 2 
standard deviation pricing channel and we see that the price recently struck the lower bound, indicating that the 
stock has been oversold and therefore undervalued.  It is also worth noting that the bands have contracted 
signaling that volatility may sharply rise.  Weak Buy-2 


Forecasting 


CAPM Alpha:  Three years (2011-2013) of weekly returns were used in the calculation (appendix E), which 
yielded a positive intercept of 0.079, beating the model.  This means that BSX returned 7.9% above expectations 
each week over the three year period.  Since the CAPM only has a single factor and the R2 was low (.35), a 
weighting of 2.5% was given.  Strong Buy-1 


Fama-French Alpha:  The Fama-French Alpha calculation (appendix F), yielded alpha of 0.093, higher than the 
CAPM model.  This model has three factors that account for the size of the firm, making this model more reliable 
than a standard CAPM model.  The SMB has a low, but positive coefficient (0.122), which means that BSX is not 
highly correlated to the returns of small stocks.  However, the fact that the SMB coefficient is not negative is 
concerning given that BSX is a large, mature company.  The HML has a high, positive coefficient (0.586) meaning 
that BSX exhibits returns similar to large companies, which is to be expected.  Due to the greater reliability of 
the model and the same R2 (0.35), the Fama-French Model is weighted 5%.  Strong Buy-1 


Discounted Cash Flow:  DCF valuation (appendix G) is difficult for healthcare companies because their R&D 
expense and Capex growth are volatile and difficult to predict, therefore the model is weighted a modest 10%.  
This model is based off five key assumptions outlined below.  The sales growth assumption was based off of the 
Bloomberg’s estimate, which matches the company projections (3-5%) and then tapered off. Due to the positive 
outlook for the sector and the company’s products, namely Aldair and Synergy, I believe this to be a comfortable 
assumption.  As noted above, the Capex assumption is difficult to accurately predict, therefore I took the 
geometric average of the past 13 years, which yielded 7%.  While BSX restructured and made numerous 
acquisitions, they deferred taxes.  However, historically all US companies trend toward a 30% rate and I used 
that assumption.  BSX’s EBITA margin has declined over the past 13 years, however it has been flat for the past 
several years, and this figure (24%) was carried through in my model.  After conducting sensitivity analysis 
(appendix H-I), a price range of $12.99 (fair valued) to $21.63 (highly undervalued) was determined.  Base case 
assumptions predicted a price of $18.01, a 38.6% premium.  Weak Buy-2   


Dividend Discount Model:  BSX does not currently pay a cash dividend; therefore a DDM cannot be accurately 
calculated.        


Regression Outputs    


I conducted a variety of regressions (appendix J-L) as part of my valuation, including one custom factor 
regression utilizing capital expenditure, an important line item for healthcare companies.  However, due to the 
high correlation of the independent variables an econometric effect called the multi collinearity effect exists in 
all the models. This effect makes the model appear significant when it is not, as such, each regression has a low 
weighting.     
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Peer Ratios 


 
 


1-Year Pretax Margin 
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Ratios overtime 
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1-Year Short Interest (above) 


 
 
 


1-Year MACD 
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Bollinger Bands 


 
 
 
 


CAPM Alpha 
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Fama-French Alpha 
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DCF- Base Case 
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DCF—Bear Case 
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DCF—Best Case 
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PE Regression  


 
 


PB Regression  
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ROE Decomposition  
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Custom Factor—Capital Expenditure  
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