
 

 

 

 

Water Tower Research LLC | Research for the other 99%. 

Registered Office: 55 E. Monroe St., Suite 3800 Chicago, IL60603 USA. 

 

 

CISCO SYSTEMS | EQUITY RESEARCH 

INITATION OF COVERAGE BRIEF 

CISCO SYSTEMS 

(NASDAQ: CSCO)   

 10/19/ 2020 

John Roy, Ph.D. 

IT Hardware & Comm Equipment 

john@watertowerresearch.com 

+1 (973) 666 2172 Networking leader could take 
market share in post-COVID world 

KEY POINTS  KEY STATISTICS 
▪ Cisco is widely viewed to be in a position to 

take advantage of both the COVID 

pandemic eventually ending and Huawei 

rising security concerns, however, its 

infrastructure platforms (>50% of sales) 

declined ~3% per year from F13 to F20. 

▪ The company’s focus on Applications and 

Security matches well with our view that 

networking is moving to be dominated by 

software. SD-WAN is just the latest push by 

software into networking. Security should 

do well (it was the only segment to grow in 

the July quarter, up 10% YoY), driven by its 

Duo and Umbrella products. 

▪ Global internet penetration has grown 

from 25% in 2010 to 62% in 2020 (by Internet 

World Stats) and is projected to grow to 

90% by 2030 (by Cybersecurity Ventures). 

Consensus projections are for 1% growth in 

industry revenues the next three years, 

down from +5% CAGR the last decade.  

▪ Networking market share changes tend to 

take time as multi-vendor enterprises are 

rare. Taking market share from Arista and 

Juniper is likely to be difficult, as Cisco is 

already the market leader (47% according 

to IDC).  

▪ The Catalyst 9000 has been strong (up 

double-digits last quarter), but enterprise 

campuses are now empty, and the focus is 

on remote access. Some customers are 

taking the opportunity to upgrade their 

empty campuses, however there could be 

a pause in Cat9k strength.     

▪ While the world is hoping for some type of 

recovery post-COVID, consensus estimates 

for Cisco’s October quarter are for a 10% 

revenue decline and a 16% EPS decline. 

Management’s guidance and tone is in-

line with these estimates.  F1Q21 earnings 

are expected to be released on 12-Nov-

2020. 

Price:  

52 Week Range: 

Avg. Daily Vol. (30 day) 

Shares Out (MM):  

Market Cap (MM): 

Institutional Ownerships   

Short Int. (MM) / % of float:  

Debt to Equity:  

Revenue TTM (MM):  
Source: YCharts, *As of October 16, 2020 

 

$40.16 

$32.40 - $50.28 

24,356,331 

4,233 

$170,014 

74% 

35.0 / 0.8% 

0 

$49,301 

 
 

COMPANY OVERVIEW 
Headquartered in San Jose, Cisco Systems is 

the world's largest hardware and software 

supplier within the networking solutions sector 

and is a bellwether for the industry. The 

infrastructure platforms group (55% of sales) 

includes hardware and software products for 

switching, routing, datacenter, and wireless 

applications. Its applications portfolio (11%) 

contains collaboration, analytics, and Internet 

of Things products. The security segment (6%) 

contains Cisco's firewall and software-defined 

security products. Services (27%) are Cisco's 

technical support and advanced services 

offerings. The company’s wide array of 

hardware is complemented with solutions for 

software-defined networking, analytics, and 

intent-based networking. In collaboration with 

Cisco's initiative on growing software and 

services, its revenue model is focused on 

increasing subscriptions and recurring sales. 
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✓ Ethernet switches are historically the core product for Cisco. It has been losing 

share to the likes of Huawei for a few years; Cisco’s Ethernet switch share is down 

from 51% in C2Q19 to 47% in C2Q20. Tracking the Ethernet switch market gives 

investors a quick view into the health of the enterprise networking market and the 

relative strength of the individual market players. According to IDC, Arista had a 

6% share in C2Q20 (down from 7%) and Huawei had 12% (up from 10%). 

✓ Security, which was up 10% in F4Q20, is a key initiative for Cisco. Cisco’s acquisitions 

in the security space are likely to continue and should give color around Cisco’s 

success in Security. The balance to the growth in Cisco’s Security segment is that it 

is still only 6% of revenue. 

✓ There has been significant attention on the Catalyst 9000. Its growth is still important 

to Cisco as it’s the amount of software Cisco sells with it. However, with enterprise 

campus efforts now taking a backseat to other networking concerns, we could 

see investors (and Cisco) look to other elements of the portfolio (like Webex).   

✓ Cisco’s software and services revenue is now over 50% of the total, and 78% of 

software is now sold as subscriptions. These trends should help keep the company’s 

gross margin up and it seems investors are focusing on Cisco’s top line trends. 

Consensus EBITDA margin is for declines from 37.5% in FY20, to 36.0% in FY21 and 

FY22, and 33.1% in FY23.  

✓ Like many in the networking space, SMB has been weak for Cisco. Large Enterprise 

and Federal have been strong. Expectations are for another YoY decline next 

quarter in overall revenue. SMB is unlikely to meaningfully recover until the COVID 

situation eases.  

 

 

The Potential Opportunities 

With COVID-19 changing nearly every business, Cisco has new potential opportunities 

that could accelerate its trajectory. 

COVID-19 causing a pause, but growth should return possibly even stronger 

While COVID is causing customers to pause, the longer-term impacts could be a positive 

for the networking industry. More remote workers, more remote video, and a more cloud-

driven business worldwide creates more demand for networking. Industry estimates 

continue to see growth for the medium term; datacenter networking is estimated to grow 

over 10% the next five years to over $40bn annually. As a leader in networking, Cisco 

should be able to grow with the market, but execution is important. Consensus 

expectations are for a 2% revenue decline in F21, followed by 4% growth in F22. 

WTR CATALYST MONITOR 

OUR INSIGHT 
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Applications and Security Groups could drive growth 

Applications (11% of revenue) and Security (6%) have been seeing significant investment 

by Cisco. Apps and Security are outside the core hardware business, but leverage 

Cisco’s large install base of equipment. Moving toward more Applications and Security 

is critical to Cisco’s push for more subscriptions and recurring sales; moving away from 

product cycle driven revenue. Acquisitions in these areas should continue to supplement 

internal R&D efforts. In F4Q20, 51% of revenue was from software and services, which hit 

the company’s three-year target of 50% by F20. CEO Chuck Robbins said on the August 

earnings call that, "Security continues to be a top priority for our customers, particularly in 

this distributed digital world." 

As CPU’s continue to improve performance, more and more of the comm equipment 

industry will likely be driven by software. SD-WAN is a major element of Software Defined 

Networking (SDN). SDN provides agility, flexibility, and visibility for workloads that are now 

distributed across multiple clouds. Security is also becoming more software than 

hardware. Cisco has underperformed in network security over the years, but it still has a 

chance to be a leader in the space if it can leverage its dominance in networking 

hardware. This software taking over networking trend will likely continue for years. Note 

that the Cat9k comes with embedded software that can be upgraded for a price. 

M&A could accelerate, possibly becoming more important to Cisco’s growth    

Cisco has been buying up technology companies for decades, but this could accelerate 

as the pace of technology development continues to accelerate. COVID’s impacts 

have also made some R&D of less interest (e.g., campus) vs. others (e.g., remote access 

and security). In early 2016, CSCO acquired cloud based IoT SaaS company Jasper 

Technologies for $1.2 billion. In 2017, it was the much-discussed cloud monitor 

AppDynamics for over $3.2bn. In 2018, it was cloud contact center software maker 

BroadSoft for $2.2bn, SD-WAN provider Viptela for $500mn, and Duo Security for $2.4bn. 

In 2019, Cisco acquired silicon photonics maker Luxtera for high-performance networking 

optics.   

Huawei concerns could provide upside to consensus expectations 

Huawei passed Cisco in the service provider market in C2Q20; 36% vs. 33%. The lower 

prices of Huawei where effective but security concerns are starting to have a material 

impact. Extreme Networks cited a recent win at a SP where Huawei was just dropped 

from consideration. Cisco could regain the lead in SP as more SPs move away from 

Huawei and longer term start to replace installed Huawei equipment. 

The Obstacles 

Although there are numerous favorable tailwinds, there are also headwinds that must be 

navigated and overcome. The company has a long operating history, and there are a 

variety of externalities and issues that have been problematic, but nonetheless many 

believe that is the reality. Some of the highlighted obstacles include the following: 

➢ It is obvious, but external economic factors, elections, geopolitical issues, 

pandemics, etc. can all negatively impact demand for any product or service 

and Cisco is no different. On the August earnings call, the company said it would 
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cut costs (more than $1 billion annualized) as COVID has impacted many 

customers. The company had its first yearly revenue decline in three years (down 

5%). This could make for easy year / year comparisons, but COVID could also 

continue to have negative impacts.  
 

➢ Arista has effectively owned the cloud networking market for a few years and 

there have been expectations that Cisco will start to make some inroads when the 

cloud titans move from 100G to 400G. However, multi-vendor networks may be a 

luxury that a post-COVID world will not support. Microsoft Azure has been on a 

multi-vendor path, but Microsoft was pausing network purchases even before 

COVID hit the US. Altogether, this may cause Cisco’s window of opportunity to 

shrink, if not close completely. While Cisco grew its webscale business double-digits 

for the third quarter in a row, the revenue level is still not meaningful. The cloud 

titans will likely continue to be a challenge for Cisco. 
 

➢ Management changes can be a catalyst for a stock, sometimes positive 

sometimes negative. The announced retirement of CFO Kelly Kramer comes at a 

difficult time for Cisco; the company is having revenue challenges and is going to 

be cutting $1bn in expense over the next few quarters. Ms. Kramer plans to stay 

on until a successor is appointed. 
 

The Industry 

As the bellwether for network, Cisco’s fortunes are often tied to the overall networking 

market. The outlook for networking continues to be positive as can be seen in the 

consensus charts below. Industry revenues and EBITDA are expected to grow in calendar 

2021 and 2022.  

  
Source: Water Tower Research, YCHARTS 

Cisco’s leadership is likely to continue, and its install base gives it many opportunities, but 

it needs to transition away from hardware faster. SDN benefits are just too significant and 

Cisco’s 69% of revenue that is not software could be a hinderance in the future.   
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3 Year Earnings Overview 

  
 

Selected Historical Quarterly Financial Results 
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Technical Stock Chart 

 
 

Forward PE Ratio 
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Selected Historical Quarterly Balance Sheet Metrics 

 

 

 

In his role at Water Tower Research, Dr. Roy provides cutting-edge equity research 

coverage of IT hardware companies supplying hardware to both commercial and 

individual users, and communications equipment companies which power the 

connected world. 

 

Prior to Water Tower Research, Dr. Roy worked as lead analyst at UBS covering IT 

Hardware, Communications Equipment, and IT Services.  During his 20 years covering 

technology stocks on the sell-side, Dr. Roy was also a lead analyst covering Alternative 

Energy, Advanced Materials, and Nanotechnology at Merrill Lynch, W.R. Hambrecht, 

and Janney Montgomery Scott.  Before his sell-side equity research career, Dr. Roy was 

a lead software architect at J.P. Morgan, an AI sales engineer at Neuron Data, and a 

systems engineer and AI researcher at Hughes Aircraft. 

 

Dr. Roy holds a Ph.D. degree in Computer Science from the University of California, Irvine, 

a MSEE degree from the University of Southern California, and a BSEE degree from the 

University of California, San Diego where he was a Regents Scholar.  

ABOUT THE ANALYST 

John Roy, Ph.D. – Managing Director 

IT Hardware & Communications Equipment Research 
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Water Tower Research (“WTR”) is a publisher of professional investment research reports on public 

companies and, to a lesser extent, private firms (“the Companies”). WTR provides investor-

focused content and digital distribution strategies designed to help companies communicate 

with investors.  

WTR is not a registered investment adviser or a broker/dealer nor does WTR provides investment 

banking services. WTR operates as an exempt investment adviser under the so called “publisher’s 

exemption.” WTR does not provide investment ratings / recommendations, price targets or 

earnings estimates on the companies it reports on. Readers are advised that the research reports 

are published and provided solely for informational purposes and should not be construed as an 

offer to sell or the solicitation of an offer to buy securities or the rendering of investment advice. 

All users and readers of WTR’s reports are cautioned to consult their own independent financial, 

tax and legal advisors prior to purchasing or selling securities.   

John Roy, who is the writer of this report, covers three different companies for us in the 

Communications Equipment industry. Dr. Roy and his family have no relationships with the 

covered company.   

Unless otherwise indicated, WTR intends to provide continuing coverage of the covered 

companies.  WTR will notify its readers through website postings or other appropriate means if WTR 

determines to terminate coverage of any of the companies covered. 

In certain instances, including this report, WTR will write research covering non-clients.  Readers 

should assume that WTR will seek to turn these non-paying companies into paying clients.  

Likewise, WTR will seek to transform these non-clients into paying clients of its affiliate, Water Tower 

Strategies, LLC, which provides ancillary services such as presenting at sponsored investor 

conferences, distributing press releases, advising on investor relations and broader 

communication strategies as well as performing certain other ancillary services. The companies 

that WTR covers in our research are not required to purchase or use non research products or 

services our affiliate provides to clients.  

The manner of WTR’s research compensation and affiliate services to covered companies raise 

actual and perceived conflicts of interest. WTR is committed to manage those conflicts to protect 

its reputation and the independence of employees/analysts by adhering to strictly written 

compliance guidelines.   

The views and analyses included in our research reports are based on sources believed to be 

reliable, but no representation or warranty, expressed or implied, is made as to their accuracy, 

completeness, timeliness, or correctness. Neither we nor our analysts, directors, officers, 

employees, representatives independent contractors or agents shall be liable for any omissions, 

errors or inaccuracies, regardless of cause, foreseeability or the lack of timeliness of, or any delay 

or interruptions in the transmission of our reports to content users. This lack of liability extends to 

direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential 

damages, costs, expenses, legal fees, losses, lost income, lost profit or opportunity costs.  

All investment information contained herein should be independently verified by the reader or 

user of this report. 

All readers of this report are encouraged to review Water Tower Research’s Research Principles 

which may be found on WTR’s website www.watertowerresearch.com 
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