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Cisco Stock Analysis – Bargain Bin Value Hunting
Cisco (NASDAQ: CSCO) stock analysis content:
-

CSCO stock price overview (Long-Term Compounder)
Cisco business analysis (Behemoth)
Conference calls quick notes (reality)
Cisco fundamentals (Cisco Dividend)
CSCO valuation (good for good business)
Risk and reward investment conclusion (good business at fair price)

CSCO stock price overview
CSCO stock peaked in July 2019 and since then it has only seen lower highs and lower lows;
the trend is clearly negative. CSCO stock is down 26% while the market (S&P500) is up 30%
over the same period. That is some staggering underperformance.

CSCO stock price 5-year chart
However, the dividend yield is double and the price to earnings valuation is half of what the
S&P offers. If the reason for the underperformance is just negative sentiment, then we might
be looking at an opportunity to pick up a great business at a fair price.
The two main reasons behind the negative sentiment and CSCO stock dropping is the 9%
revenue decline which is mostly due to COVID-19 related softer demand and the fear
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(according to Needham) that Cisco is losing market share to companies like Arista Networks
(NYSE:ANET), Extreme Networks (NASDAQ:EXTR) and Juniper Networks
(NYSE:JNPR).
Cisco has always been a compounder that rewarded shareholders in the past, paid a good
dividend and buying below intrinsic value when the sentiment was negative, was usually a
very good investment. Let’s look deep into CSCO stock to see whether we are in a similar
situation.

CSCO stock price historical performance and buy levels
Cisco business overview
Cisco is a networking equipment behemoth selling hardware and software solutions. I think
we all know that.
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Cisco products overview – Source: Cisco
They are managing to increase the share of software and service driven revenues which is
now at 50%.

CSCO stock analysis – Source: Q1 2021 Investor presentation
I don’t really agree with Needham’s worry that Cisco is ‘hemorrhaging’ market share to
competitors like Arista Networks (NYSE:ANET), Extreme Networks (NASDAQ:EXTR) and
Juniper Networks (NYSE:JNPR). Arista has also seen a 7% decline in revenues with total
revenues for the last 4 quarter at $2.1 billion. Extreme Networks with its cloud-based focus
has a $1 billion yearly revenue target while Juniper’s revenue, mentioned only after 35th
presentation slide about how good their products are, just surpasses $4 billion per year and
has actually been declining.
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Juniper’s revenue – after 35 slides of how wonderful their products are – Source: Juniper
So, the 3 competitors have total yearly revenues of $7 billion which is what Cisco makes in
two months. It is normal that there is competition as networks are a fast-growing sector but
calling it life threatening is a bit too much for my taste.
All in all, with $3.5 trillion of revenues enabled by 5G by 2026, I have a feeling there will be
a place for CSCO, its network solutions and most likely the $50 billion in revenues will stay
or grow. Wi-Fi, 5G, cloud, AI, VR, security and all that will come, will also require many of
Cisco’s products on both the software and hardware side.

Market expectations - Source: Juniper
Within data center networks, Cisco is still the leader according to Gartner on both ability to
execute and completeness of vision.
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Data center networking - Source: Juniper
CSCO is a strong performer within the open, programmable switches for business wide
software defined networks.
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Cisco’s SDN positioning - Source: Juniper
The switch and router market share looks stable.
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CSCO stock analysis – market share – Source: Synergy Research
Further, Cisco is not really standing still. The company is practically acquiring one company
per quarter in order to keep providing and enlarging its product offering (200 acquisitions
made in 36 year history). Acquiring smaller companies with differentiated products is very
smart when you are as big as Cisco because you can immediately scale by offering the
product to your large client base.
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Cisco’s latest acquisitions – Source: Cisco
Cisco’s competitors are actually many: Amazon Web Services LLC; Arista Networks, Inc.;
Broadcom Inc.; CommScope Holding Company, Inc.; Check Point Software Technologies
Ltd.; Dell Technologies Inc.; Dynatrace; F5 Networks, Inc.; FireEye, Inc.; Fortinet, Inc.;
Hewlett-Packard Enterprise Company; Huawei Technologies Co., Ltd.; Juniper Networks,
Inc.; Lenovo Group Limited; LogMeIn, Inc.; Microsoft Corporation; New Relic, Inc.; Nokia
Corporation; Nutanix, Inc.; Palo Alto Networks, Inc.; RingCentral, Inc.; Slack Technologies,
Inc.; Ubiquiti Networks; VMware, Inc.; Zoom Video Communications, Inc.; and Zscaler,
Inc.; among others.
The key competitive factors include:
-

The ability to sell successful business outcomes (integrated offers – CSCO Yes)
The ability to provide a broad range of networking and communications products and
services (integrated offers – CSCO Yes)
Product performance (medium)
Price (medium – hard to compete with those that lose money on purpose)
The ability to introduce new products, including providing continuous new customer
value and products with price performance advantages (takeovers - yes)
The ability to reduce production costs (scale – yes)
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The ability to provide value-added features such as security, reliability, and
investment protection (takeovers and integrated offer)
Conformance to standards
Market presence (strong – easy to scale on existing eco-system)
The ability to provide financing (cash loaded)
Disruptive technology shifts and new business models (hm…)

Given the position, the expected growth in the market thanks to 5G and all the other things
expected to happen, I would argue Cisco is going to be around 5, 10 and even more years
down the road. This gives me a business margin of safety as a growth tailwind lowers the
probability of making mistakes, both on my investing side and CSCO’s business side while
CSCO’s current market position and integration reassures me of its future position. I don’t
expect linearity, which is what the market always expects, it is a cyclical business and the
best time to buy is when the sentiment is negative.
Whenever analyzing a business a bit more in depth, it is always good to listen to the last few
conference calls, especially at the analysts’ questions because those will immediately give
you an indication of the main concerns in order to better understand the management’s
intention and strategy.
CSCO conference calls quick notes
Q1 2021 – November 2020 Cisco conference call
Question - Oppenheimer: Enterprise orders are down – will it reverse?
Answer CEO: improvement last quarter, good on SMB and positive outlook
Let’s take a look at how is the business reflected in the fundamentals.
Question – Cowen & Co: How will working from home impact Cisco?
Answer CEO: “there was this belief that we were going to shut down every
headquarters building in the world” but it is most likely going to be more of both,
thus high definition video in every office and more security needs etc.
Question – Bank of America: Why are you down more than Arista and Juniper on
infrastructure platforms?
Answer CEO: decline driven by compute which none of the competitors have and lower
compute pricing. Plus, data centers and DRAM pricing – something others don’t have.
Question – JPMorgan: Organic or M&A for growth? Hardware as a service?
M&A strategy stays same, unlikely big acquisitions but mostly a combination of internal
organic development and small M&A. Hardware as a service will come of the coming
quarters.
Question – Piper Sandler: Core 5G spending, when do you see it?
Answer CEO: probably just starting middle next year (2021) and then developing over the
coming few years.
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Several analysts mentioned how the management was downbeat in the previous call, so let’s
see what was the case in Q4 2020.
Q4 2020 – July 2020 Cisco conference call
I’ve gone through the call and it was mostly about uncertainty based on two down quarters
impacted by COVID-19. The most important topic from my perspective is the expensiveness
of acquisition targets and consequently Cisco being patient on acquisitions as paying too
much doesn’t make much sense, despite the growth.
Cisco stock fundamentals
Revenue (1) has been growing slowly over the last 10 years but gross margins (2) have
improved significantly, followed by operating income (3) and operating margin (4)
improvements. If you can increase your margins, then you are not in a bad market position.

CSCO stock fundamentals – Source: CSCO stock financials - key factors
Net income (5) has increased alongside the margin expansion and revenue growth while
earnings per share have more than doubled thanks to the strong buybacks (7). Dividends (6)
have been growing too while the company even managed to lower capital spending over time
and increase free cash flows (11).
Prior to the COVID-19 crisis the revenue trend had been positive while infrastructure
applications keep dominating revenues.
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CSCO stock analysis – Source: 2020 Annual report
When it comes to capital allocation, the focus has been on debt repayment, followed by
dividends and buybacks. There is still $10 billion remaining under the current buyback
program.

CSCO stock analysis – capital allocation – Source: 2020 Annual report
The debt reduction program has been staggering and there is only $14 billion of debt left. At
the current debt repayment rate Cisco could eliminate the debt in two years. I don’t think that
is something smart to do given the currently low interest rates so they might push for higher
rewards to shareholders in the form of higher dividends and higher buybacks.

11

Stock Market Research Platform Sven Carlin

30 November 2020

CSCO selected financial data - Source: 2020 Annual report
If they decide to increase the dividend and push buybacks higher the stock will most likely go
up. According to the inelastic market hypothesis, if they do $20 billion of buybacks over the
next two years, that should push the market capitalization up by $100 billion or 50%.
Given that the number of shares has been already significantly lowered, perhaps CSCO stock
elasticity could be even lower than the market’s average which could push the market cap
even higher. Something we have witnessed with Apple stock (AAPL).
Let’s take a deeper look at Cisco’s dividend and buyback potential.
Cisco dividend and buyback yield
The company manages to make $15 billion in free cash flow per year where the capital
expenditures are just 4% of that as they mostly grow through small acquisitions for
complementary technologies.

CSCO stock analysis – dividend and buybacks – Source: 2020 Annual report
I must say I am surprised to see such a strong focus on debt repayment, especially as the debt
to cash flow ratio was just 3, even at a long-term debt level of $44 billion.
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Cisco stock analysis – debt levels – Source: Macrotrends
The cost of debt isn’t high so I feel CSCO could stop repaying the debt and perhaps take on
new debt. This would allow for 90% of the cash flows to be returned to shareholders.
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Cisco stock analysis – debt cost - Source: 2020 Annual report
If that would happen, the likely free cash on business being stable, would be around $15
billion. Spending 40% of that on dividends would allow for a dividend increase, something
always loved by the markets, while spending 60% of that on buybacks would give a
significant support to the stock price. Before discussing the stock price investing outlook,
let’s make first a cash flow valuation from a purely business perspective.
CSCO stock valuation – Cash flow basis
This valuation is pretty simple, with $15 billion of free cash flows and with a conservative
expectation that in the most likely scenario those cash flows will remain stable, it is up to you
to decide how much would you be willing to pay for the free cash flows.
My favorite situation would be to get to a 15% business yield when owning a business. For
that CSCO’s market capitalization should be at $100 billion or there should be something two
to three years down the road that is going to increase cash flows by 50% but isn’t yet
accounted for by the market (I’ll follow CSCO to see if something like that emerges).
In 2016, CSCO’s market cap was close to $100 billion but when I multiply the $22.89 stock
price with 5.1 billion shares outstanding, even in 2016 the market capitalization didn’t go
below $116 billion, and above a 10% free cash flow yield ($12 billion 2016 FCF on $116
market capitalization).

CSCO stock price – unlikely to go much lower
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For a big company like CSCO, you have to pay for quality, so at current market levels, we
are looking at a free cash flow yield of 8.3%. That is not bad for the quality offered and the
3.37% dividend yield with great dividend coverage, where the dividend can even be
increased.
CSCO stock price and investment analysis
Given the free cash flows that will be available in 2021, the $29 billion cash position, I feel
buybacks and dividends can be increased easily even if there is no immediate revenue
growth. Alongside no disaster earnings reports, we could easily see $60 in the next 12
months. I give a 60% chance for this scenario.

Cisco stock price forecast
In case there are some issues during earnings like delays in 5G implementation or increased
competition, then the stock will probably trade in the current range between $40 and $50
giving you a good yield while you wait for better times. I give a 30% chance for such a
scenario.
If we have a bad recession again in 2021, stimulus doesn’t work and who knows what
negative happens, then we could see it in the low thirties or high twenties. I give a 10%
chance to that.
0.6*$60+0.3*$45+0.1*30 = $52.5
Probabilistically, the current value of CSCO should be around $52.5 giving a 30% upside.
If I assume the stock will hit $60 over the next 5 years, that would give a 7% return that
increases to 10% when you add the dividend. Not bad for a company like CSCO. If it
happens earlier, even better.
Now, you can never know what scenario will develop, so one must have a strategy on what to
do if the bad scenarios happen, compare the risk and reward with other investment
opportunities and see how the above fits one’s portfolio. I’ll cover CSCO and see how it
evolves over the next few years. I will specialize much more into these cash flow cows that
nobody seems to like, I am sure there will be some fat value investing pitches down the road.
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