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3  PREFACE

The mission of the Harvard Business School (HBS) is “to educate leaders who will make a
difference in the world.” Founded in 1908, when Harvard University was already more than
250 years old,HBS achieves this mission by reaching a wide range of audiences through a
variety of programs. While HBS is perhaps best known for its MBA Program, it also pursues
this mission through its Executive Education Programs (including the Advanced Management
Program as well as over 100 additional programs for practicing managers)and through the
publishing activities of Harvard Business School Publishing (HBSP) which include Harvard
Business Review, HBS Press (books), E-Learning products, and HBS Case Studies.

Providing guidance for leading academic institutions continues to be an important aspect of
the HBS Mission.Over the past 60 years, HBS has not only made its case studies available
throughout the world, but has assisted other Universities and their faculties in developing their
ability to teach by the case method.This has included the offering of such courses as The
International Teachers Program (ITP), Colloquium on Participant Centered Learning (CPCL)
and the Program on Case Method and Participant Centered Learning(PCMPCL). The PCMPCL
Program initiated in August of 2005 is aimed at helping leading Business Schools in Greater
China and Singapore to develop excellence in the use of the case method and participant
centered learning in both MBA and Executive Programs, as well as in practitioner—oriented

research.

HBS has discovered over the years that adoption of the case method often proceeds through
three stages. The first stage is where cases are used as examples and illustrations of principles
and concepts being taught in a Management Course. The second stage is where cases become a
primary means of learning, with a majority of the class sessions in a program relying on field—
based cases. The third stage is then where the faculty begin doing significant amounts of their
case —based research and curriculum development to better understand and teach about

decision making.

Consistent with our mission, we at HBS and at HBS Publishing are pleased to offer—in
conjunction with our partner, China Renmin University Press—a comprehensive approach to

Chinese Business Schools and their faculty, that is focused on helping them progress through

5



the second stage of participant—centered learning and into that third stage. This overall effort
consists of offering the 10 —-day PCMPCL Course to teams of business school faculty from
Greater China and Singapore, providing a series of case books (through China Renmin
University Press) tailored to the Ministry of Education’s MBA curriculum recommendations,
offering a set of follow—up case teaching and case writing seminars in China, and establishing

an academic support center to assist faculty with their unique course and case requirements.

Our purposes in doing this are two—fold, but both are directly tied to the HBS Mission. One
purpose is to facilitate better management education throughout the global economy by
assisting leading educational institutions—such as those found in China—in developing their
capabilities in practitioner focused, case based teaching. The other purpose is to help the
leadership at such institutions to develop a critical mass of faculty who can lead the efforts of
their own institutions in creating additional case—based teaching and research materials that
can be shared with other parts of the world. Such China-specific management materials of a

world class caliber are anxiously needed by academics elsewhere in the world.

We are pleased that China Renmin University Press and so many leading Chinese Manage-
ment Schools would join with us in pursuit of these purposes.We anticipate that this series of
case books will be a significant contributor to the pursuit of the important role that Chinese Ed-
ucational Institutions, their faculty, and the practitioners they serve will have in the global e-

conomy.

Steven C. Wheelwright

Baker Foundation Professor

Senior Associate Dean, Publication Activities
Harvard Business School

Harvard University

Boston, Ma 02163

June 2005
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Circon (A) (Abridged)

Capitalism is not only about Wall Street’s focus on short-term shareholder value. It is also about the
factories, the customers, the employees, the government, and the innovation and hard work of the people who
make the products and build the companies.’

—Richard Auhll, Chairman and CEO, Circon Corporation

The night of Friday, August 2, 1996, like most summer nights in Santa Barbara, California, was a
beautiful one. Richard Auhll (pronounced “all”), founder, chairman, and CEO of medical device
maker Circon Corporation, was holding his annual Fiesta party at his house overlooking the Santa
Barbara harbor. In attendance, along with approximately 500 other “mostly single” guests, was
George Cloutier, a longtime friend and Harvard Business School Class of 1969 sectionmate.

To an outside observer the party would seem like any other thrown on Fiesta night in Santa
Barbara, if perhaps more extravagant and better-attended. Yet a cloud hung over the festivities,
unmentioned by Auhll or his guests. The previous day Auhll had received a call from Leon Hirsch,
chairman and CEO of U.S. Surgical Corporation, informing him that Surgical was launching a hostile
takeover bid for Circon. The call had come as a shock to Auhll, particularly since Hirsch owned a
vacation home in Aspen a few doors down from Auhll’s, and had been an occasional skiing
companion of the Circon leader.? “I thought about putting up a sign at the party, saying ‘Please
don’t ask!”” mused Auhll in retrospect, “but I didn’t, and nobody did ask.”

Auhll retired early that night, since he had to leave early the next morning for Palo Alto to meet
with his takeover defense advisors. Cloutier stayed on, hounded by guests who wanted to know
whether to buy or sell the Circon stock. As an outsider to the company, Cloutier was perhaps ideally
situated to advise his old HBS sectionmate on how to respond to the bid. Originally his advice was
combative: “I told Richard to [forget] ‘em. We're not giving up here. We're staying until the last gun
is fired.” Over the following two years, Cloutier would become increasingly enmeshed in the
longest-running takeover battle in U.S. corporate history. With the benefit of hindsight, one wonders
whether he would have given the same advice on that warm night in Santa Barbara, had he known
how events would eventually unfold.

Professor Brian J. Hall, Christopher Rose, J.D. (MBA 2001), and Professor Guhan Subramanian prepared the original version of this case,
“Circon (A),” HBS No. 801-403, with the assistance of Research Associate Jonathan P. Lim. This version was prepared by Professor Brian J. Hall.
HBS cases are developed solely as the basis for class discussion. Cases are not intended to serve as endorsements, sources of primary data, or
illustrations of effective or ineffective mmagement.

Copynght@ZOOSPreaidmtmdFeiluwsoiHuvardCollege Toordercop:esorrequestpermmmmreproducem@uhh call 1-800-545-7685,
write Harvard Business School Publishing, Boston, MA 02163, or go to http://www.hbsp.harvard.edu. No part of this publication may be
reproduced, stored in a retrieval system, used in a spreadsheet, ortransmmedinanyformorbymymemp—decum\lc mechanical,
photocopying, recording, or otherwise—without the permission of Harvard Business School.
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Background

Richard Auhll graduated from the University of Michigan with a bachelor’s degree in aerospace
engineering in 1963. He began his professional career as a rocket engineer at United Technology
Corporation’s Rocket Division Advanced Decision Group in Sunnyvale, California. Auhll spent five
years at United Technology, eventually moving up to program development manager. While
working full-time, he also earned a master’s degree in aerospace engineering from Stanford
University.

After working his way into management, Auhll became concerned about a possible glass ceiling
for engineers. All of his managers had MBAs, and Auhll became convinced that in order to advance
to the top management levels, he would need one too. He applied to Stanford and Harvard business
schools, and decided to attend Harvard, where he had been awarded a fellowship. When he arrived
at HBS he realized quickly that he was different from most of the other students:

I was married at the time and was over at married student housing at Peabody Terrace. I
had a child and a wife and I had quit a very good paying job. At that time it was fairly unusual
to have an MBA student with five years experience. I was actually one of the older students
there and I was interested in pursuing a career very directly. George was a single guy, just out
of Harvard College. So he was a bon vivant and at the time he was interested in exploring
various options in his social life, etc., more important probably than school. Myself, I was at
the other end of the spectrum.

George Cloutier graduated magna cum laude from Harvard College in 1967 and went straight to
HBS. He recalled their HBS experiences:

When I was in college, I founded Operation Match, which was the first computer dating
company. I was going to go to law school, but I thought, gee, this business thing was fun—you
can have a very aggressive, active social life. Richard and I were in the same class and in the
same section and actually were friendly. We were among three or four guys who were a bit, as
I would like to call it now, a bit eccentric, a bit roguish, who didn’t take the business school
quite as seriously as arguably we should have. While I was studious in college and did well
academically, the undergraduate experience was more loosely structured than the business
school. And since I was fresh out of college, I just kept up my less structured existence.

Cloutier became one of only four students in his graduating class who immediately started his
own business. Based on Cloutier’s HBS thesis, Innovative Management provided implementation-
based consulting services for small and midsize companies. After six years at Innovative
Management, Cloutier spent the next ten years (1976-1986) as an independent “hired gun” to
struggling businesses. = He eventually founded American Management Services (AMS), a
management consulting firm in Waltham, Massachusetts.

Auhll, meanwhile, was looking for options outside of aerospace, because he saw the window
opened by, the Apollo project as rapidly closing. He wanted to find a company, preferably on the
West Coast, where he could run his own technology enterprise. He interviewed for a position as
assistant to the chairman of the board of Applied Magnetics, a high-tech company on the West Coast.
At the interview Auhll was given a tour of Applied Magnetics’ businesses, and took notice of a small
eight-person division called Circon.

Auhll declined the offer to be assistant to the chairman, but told the chairman, Harold Frank, that
he would be interested in running the small Circon subsidiary. Frank accepted the offer and Auhll
joined Applied Magnetics in the fall of 1969. He rapidly changed the product mix from miniature
tools for industrial use to high-tech surgical products. He explained:
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We transformed Circon from having an industrial base, to primarily being a medical
company, by taking miniature tools and converting them to surgical instruments. We started
making television microscope systems for industrial inspection, and we converted that over to
television systems for surgery. In fact, we were credited with inventing the use of color video
systems in surgery at the beginning of 1972. It was written up in the New York Times, the L.A
Times, and other papers. From there we took off, though by today’s standards it sounds small.

In 1976, Auhll took the momentous step of making an offer for Circon. Using $55,000 of his own
money, a Small Business Administration guaranteed loan, additional funding from private investors
and family members, and leveraged buyout money, he bought Circon from Applied Magnetics for
$1.1 million. Circon was chartered as a California corporation in January 1977. Auhll owned 55% of
the equity; a private investor named Rudi Schulte owned 15%; Auhll’s former boss at United
Technology Corporation owned another 10%; an uncle owned 5%; and miscellaneous small investors
owned the remaining 15%.

The next six years were demanding but heady times for Richard Auhll and Circon. “At the time
we had extraordinary margins,” recalled Auhll. “We commanded the major share, almost a
monopoly, on this new market of video systems for surgery—all the things that were used in knee
surgery and arthroscopy. We were on the ground floor of all that.” Sales grew from $1 million to
$9 million from 1977 to 1984. All of this growth was funded internally, with the exception of a
$7 million private placement in 1982 that reduced Auhll’s stake from 55% to approximately 40%.
On July 7, 1983, Circon went public, opening at $21 per share and going up to $26.75 on the first day,
yielding a price/earnings ratio of 83 to 1. Suddenly, Auhll’s net worth was $50 million, an
astronomical sum in the days before the Internet. Exhibits 1A, 1B, and 1C show Circon’s stock price
performance from 1983 to 1998. Exhibit 2 shows Circon’s income statement and balance sheet from
1988 to 1997.

On the other coast, Cloutier continued to build AMS as its president and CEO. Since graduation
Auhll and Cloutier had lost touch, occasionally running into each other “like ships passing in the
night” at airports. Cloutier rekindled his friendship with Auhll at their HBS 10-year reunion in June
1979. Cloutier recalled:

I remember at the reunion, he was really running around having a good time meeting with
people. We all had our moments of exuberance, and he had his fairly regularly. In the mid-
1980s, he was out here a lot for business, and I used to have him over. I saw how hard he
would work. A couple weekends I had him come out to Nantucket where he slept for two
days straight because he was so tired. ~And that’s when we became more friendly. We
traveled two or three times to Greece and a couple of times to Venice. We even chartered a
yacht for a few of these trips. So we picked up our friendship in the mid to late 1980s.

In 1986 Auhll made the bet-the-company decision to acquire ACMI Corporation, the leading
maker of urological endoscopes, which was four times as large as Circon at the time. Auhll lent
Circon $2 million of his own money and Circon borrowed another $13 million in order to finance the
$28.5 million deal. Auhll then worked harder than he ever had before to re-engineer ACMI'’s aging
product line. After three years of losses, Forbes declared in January 1992 that Auhll’s “shrewd
gamble” had “paid off.” In the same year Auhll was named “Entrepreneur of the Year” by the
Institute of American Entrepreneurs.

Despite their growing friendship during this time, Auhll and Cloutier rarely discussed business.
In the early 1990s, however, Cloutier got to learn more about Circon when AMS was hired by Circon
to create a penetration strategy for Circon'’s salesforce.
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In April 1995, Auhll made another bold gamble by bidding for Cabot Corporation: “Cabot was
kind of a parallel company to Circon, with Circon focused on urology and Cabot focused on
gynecology,” said Auhll. “We thought Cabot’s products were a bit obsolete and needed upgrading,
and they did not have a clear strategy within their own company. We thought that Cabot fit
beautifully within Circon and that the Circon/Cabot strategy was very coherent and an outstanding
program.” Circon won the bidding contest for Cabot and, though the identity of the other bidders
was unknown at the time, Auhll later learned that he had beaten out Leon Hirsch of U.S. Surgical.

As with ACMI, Cabot proved to be a net drain on the company at the outset. Exhibit 2 shows that
Circon experienced net losses as a result of the Cabot acquisition, and Exhibit 1A shows that Circon’s
stock price fell dramatically in the aftermath of the acquisition, from a high of $22 to approximately
$15 per share. In February 1996, Circon stock plunged further, to $11.25, following a negative
earnings announcement for the fourth quarter of 1995 that was largely related to Cabot. Despite this
performance, Auhll believed that, with time, he would be able to turn around Cabot in the same way
that he had turned around ACMI: “We had done it once, we felt that we could do it again. We had
confidence that we could repeat that performance.”

But Auhll would never get that chance. On August 1, 1996, around 6:00 p.m., Auhll took a call
from his acquaintance and occasional ski partner Leon Hirsch, chairman and CEO of U.S. Surgical.
Hirsch had a “terrifying reputation in the business” according to Auhll. “He was the 800-pound
gorilla. Well, he was at least a 600-pound gorilla, and Johnson & Johnson was an 800-pound gorilla,
and we were a 100-pound gorilla.” Hirsch informed Auhll that U.S. Surgical would be announcing a
tender offer for 100% of Circon'’s shares at $18 cash per share, or approximately $230 million in total
value, the next morning. Hirsch also informed Auhll that Surgical had already purchased an 8%
stake in Circon through open-market transactions. Auhll owned 11.5% of Circon, and company
insiders (employees and directors) held roughly another 13%.3

“I was rather stunned,” said Auhll. “I guess it became clear that it was going to be a hostile
attempt. He didn’t make any friendly overtures at all.” Though the bid was not announced publicly
until after the close of the market, Circon’s shares jumped 16%, to $12.125 on the Nasdaq that day.
At $18, the bid represented almost a 70% premium over the pre-announcement price of Circon.
U.S. Surgical’s shared closed at $34.375, up $0.125 on the New York Stock Exchange.

After detailing the terms of the offer, Hirsch asked Auhll what he thought about the bid. Auhll
deadpanned: “Well, it certainly was not in our strategic plan.” The siege had begun.

The day after receiving the U.S. Surgical offer, Auhll flew to Palo Alto to meet with Larry Sonsini.
Sonsini was a law professor at the Boalt Hall School of Law at the University of California (Berkeley).
He was also a name partner with the large and rapidly growing law firm of Wilson, Sonsini,
Goodrich & Rosati. Sonsini and his firm had gained fame and wealth over the previous decade by
representing the many venture capital firms and start-up companies founded in Silicon Valley.
According to some observers, Sonsini hoped to use his representation of Circon to help his firm gain
prominence as a merger advisor.

In his meeting with Auhll, Sonsini urged Auhll to bring before his board a resolution authorizing
a shareholder rights plan, also known as a “poison pill.” The pill would make it prohibitively
expensive for Surgical to acquire more than a 15% stake in Circon without the approval of Circon’s
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board.! In addition, just two weeks before the bid was launched, Circon’s general counsel had filed a
shareholder resolution (approved a year earlier) that prohibited shareholder action by written
consent and shareholder action through special meeting. Auhll speculated that Surgical’s advisors
might have perceived this as a weak link in Circon’s defensive armor:

We suspect that when their lawyers checked out the bylaws and things in the Delaware
records, they found out that the shareholder resolution had not been filed, and therefore was
not in effect. I believe that they thought they could launch a hostile takeover, have a tender
offer out for 27 days, and they could get the proxies and hold a shareholders’ meeting and own
Circon in 27 days. Iam suspecting that this was their strategy.

The poison pill did not require a shareholder vote and was therefore adopted in a matter of hours
by the Circon board. Filing the amendment to the bylaws was equally quick since the shareholders
had already approved it. In addition to these defenses, Circon had adopted a staggered board (or
classified board), whereby only one-third of the directors stood for re-election at each annual
meeting. Gaining control of the board, therefore, would require two proxy contests over two years
(to get two-thirds and therefore majority control), rather than just a single contest.

Circon also announced an Employee Retention Plan (“silver parachutes””) that would be triggered
by a change in control of the company. A Circon spokeswoman said the plan covered approximately
300 employees (25% of the total Circon workforce), from sales people to “key professionals.” Circon
officials declined to elaborate publicly on its retention plan, which had both single trigger and double
trigger payouts in place for its top management.> A spokesman for Surgical, commenting on the
employee-retention plan, said U.S. Surgical was committed to its takeover attempt and accused
Circon management of “doing everything it can to entrench itself and preclude shareholders from
making their own decision."*

All of these defenses were facilitated by Delaware court decisions in cases such as Time v.
Paramount® and Moore v. Wallace Computer. These cases held that a board is not required to accept an
all cash bid for a company, regardless of support by stockholders in the form of shares tendered, as
long as the board determines that its “strategic plan” will deliver more value to stockholders over the
long run. In Time, the Delaware Supreme Court held that “[d]irectors are not obligated to abandon a
deliberately conceived plan for a short-term shareholder profit unless there is clearly no basis to
sustain the corporate strategy.”” [Emphasis added.] ~Circon management received the benefit of
these rulings because Circon had changed its state of incorporation from California to Delaware
when it went public in 1983.

1A poison pill works by distributing to all shareholders warrants to buy more common stock from the company at
substantially less than the market price. These warrants become exercisable only in the event that a shareholder (“the
acquiring person”) buys more than a certain percentage of the company. These warrants are explicitly not exercisable by the
acquiring person, so the resulting dilution in his voting power and economic stake may make the acquisition of the target
through market purchases too expensive to pursue. In the roughly 15 years since the pill was invented, no bidder has “broken
through” (triggered) a poison pill. In Circon’s case, the poison pill was triggered at 15% and allowed all shareholders (other
than the acquiring shareholder) to pay in $70 cash and receive in return $140 worth of Circon common stock for each share
owned (valued before the takeover attempt).

2 “A silver or tin parachute functions like a golden parachute, but covers more employees.” Bruce Wasserstein, Big Deal
(New York: Warner Books, Inc., 1998), p. 711.

3 A "single trigger" payout is one that is paid automatically on the closing of a change of control transaction. A "double trigger"
payout is one that is paid only when an employee is terminated within a specified period (usually one year) after a change of
control has occurred.




