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Can CEOs be trusted?

A crisis of confidence permeates the financial markets as egregious transgressions by some of
the country’s leading corporate chieftains repeatedly come to light. Events at Enron, Arthur
Andersen, Tyco, Imclone, and WorldCom, to name a few, all leave investors wondering where the
next landmine will explode. Even Martha Stewart, the doyenne of domesticity, has become
entangled in a stock market scandal. Are any CEOs to be trusted? Our view is that they should
be trusted in the main, and that it is as naive to demonize them as it was to deify them previously.
At the same time, their activities and attitudes should be monitored diligently, internally and
externally. A truly great CEO makes an enormous difference to a company and its culture, as
exemplified by the recently retired Bill George at Medtronic. George believes that “Good
governance requires a balance of power between the board and the CEO, and a healthy tension
between them. That requires trust, the free flow of ideas, and a board that is comfortable
challenging management.”

Medtronic is the titan of the medical device industry, dwarfing all of its competitors, having
developed the first battery-powered pacemaker in 1957. In 1960, founder Earl Bakken created
two inspired and inspiring documents. One is the company’s Mission, which remains unchanged
to this day, and which serves as a constant reminder to all Medtronic employees of the
importance of their work. The other was a “100-year Technology Map” wherein Bakken foresaw
the development of the device industry, predicting many of the applications Medtronic would
eventually develop. The most recent chapter of Medtronic’s history began in 1991 when it
passed $1 billion in revenue and named Bill George as CEO. George is widely credited with
revolutionizing Medtronic, which passed $5 billion in revenue in 2000, doubling in size in the
previous two years after a flurry of acquisitions. Driven from youth to be a CEO, he also wants
Medtronic to be a ‘human’ place to work, saying, “If it's not, we've failed totally.”



Not surprisingly, Medtronic is extremely strong in both Vision and Ethics orientations. The
company is known for its brilliant and innovative engineering. Strategic planning has long been a
strength, from the 100-year Technology Map devised by Bakken in 1960 to George’s own Vision
2010. Medtronic has institutionalized creativity through a process of ‘iterative innovation’,
whereby George annually targeted 70% of sales to come from products introduced in the past
two years. Employees have an incredible passion for the company’s Mission to “alleviate pain,
restore health and extend life” as articulated by Bakken in 1960. This carries on in George's
Vision 2010 to be a provider of medical services, not just products, getting paid over a patient’s
lifetime for an implantable device that would monitor vital functions and e-mail a doctor if
problems arise. Ethics scores just as highly as Vision, with Medtronic’s emphasis on being a
‘human’ place to work. People are drawn to Medtronic because they can make a difference,
because they feel fulfilled: 86% feel their work has special meaning and 94% have pride in what
they accomplished. The company ranked #83 in Fortune’s Best Companies to Work For and #1
in medical products on the Most Admired Companies list. The company has a strong ethic of
giving back to the community, dating back to the creation of the Medtronic Foundation in 1978.
Medtronic scores highly in Reality as well. The company is innovative and market savvy, has
long wrangled with Medicare, and has rebounded from several serious setbacks. And the
company seems to have a strong sense of shared reality, acquiring companies with technology
they lack and even publishing their sacred Mission in several languages on the website and in the
Annual Report.

Medtronic’s strongest source of energy emanates from Ethics/Vision. Recent acquisitions
broaden Medtronic’s offerings into neurological and spinal disorders, and cardiovascular stents,
balloons, guides and endovascular grafts, integrating many previously disparate markets. The
next strongest source of energy emanates from Reality/Ethics reflecting Medtronic’s culture of
humanistic engineer/scientists. Per new CEO Arthur Collins, “Our key to success is our ability to
attract talented, committed people, give them the tools and, most important, sustain an
environment — a culture — where people are excited to come to work. That is the collective
strength of Medtronic.” The next strongest source of energy is Vision/Courage, where Medtronic
draws the strength for the constant innovation required to meet their goal of 70% of sales
annually coming from recently introduced products. George has called the company “more like
Silicon Valley than New Jersey.” The weakest source of energy in Medtronic’s Leadership
Diamond flows from Courage/Reality, and yet the company has been a very persuasive
performer over the long-term in an admittedly volatile field. Over time, Medtronic has left Guidant,
Boston Scientific and St. Jude Medical repeatedly in its dust.

Overall, Medtronic has a very strong and well-balanced Leadership Diamond . We believe that
Bill George cultivated a vibrant culture, and that his protégé Arthur Collins will successfully
navigate the challenges ahead. As the charts above indicate, the company has managed to
generate high and steady growth in revenue and earnings over a long period of time in all
economic climates. While high valuation and volatility are often a concern with Medtronic’s stock,
we believe that the company has the core dynamics necessary to succeed over the long-term.

All of the positions that exited our portfolio this quarter had concerns related to corporate
governance. We sold EMC due mainly to concerns about the strength of the recovery of the
market for storage devices and their competitive position, but we were also concerned by their
response to the passage of a shareholder proposal to enforce greater independence of the board
of directors, which continues to be dominated by related parties. We were willing to stick with
Halliburton through their battles with plaintiff attorneys regarding asbestos litigation, but when
reports surfaced of questionable accounting we felt this new issue would be more than investors
could tolerate. And whereas we discerned a difference between the challenges facing Tyco and
the legal problems of its former CEO, we anticipate considerable turmoil at the firm for some time
as the hired gun lawyers justify their fees by shaking up what is left of the corporate structure.
We are redoubling our efforts to assure the integrity of all of our holdings.
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