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Intuitive Surgical Inc.
USF SMIF
Recommendation

BUY

Price

Intrinsic Value Target Price

656.75

754.42

840.70

Analysts: A. Nader, J. Ortiz, L. Arruda
GICS Sector Healthcare
Sub-Industry Health Care Equipment

Summary This company develops the da Vinci surgical system, which uses advanced
robotics and computerized visualization technology for minimally invasive surgeries.

Key Statistics
52-Wk Range

502.01-727.25

Beta

TTM EPS

18.55

Market Cap

Forward P/E

24.1

Dividend Yield

0.73

ROA

13.3

P/B

4.6

25.4B

ROE

14.95

P/S

9.7

EV/EBITDA

22.75

P/CF

25.5
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Investment Thesis
• Technological advances and growth of procedures adoption
will drive the industry and contribute to sales growth.
• The aging Baby Boomer generation will fuel demand for da
Vinci procedures and increase both recurring revenues and
system sales.
• The expected launch of the da Vinci Sp will ignite a new
product update cycle that will drive growth.
• ISRG’s cash heavy and debt-free balance sheet provides
an ideal scenario for the firm to return value to
shareholders through stock repurchases.
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Risks
• Litigation risks are unpredictable and
could have a material impact on Intuitive
Surgical’s performance.
• The outlook of the healthcare industry
could be negatively impacted by the
potential implementation of policies.
• ISRG’s ability to create innovative
instruments and devices is contingent to
FDA approval and intellectual property.
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Intuitive Surgical Inc.
Business Model
Recurring Revenues
Intuitive Surgical generates recurring revenues
from the sales of accessories, instruments and
services.
As of December, 2015, 70% of revenue was
recurring. Of this revenue, 72% originated from
accessories sales and 28% from annual service
contracts. The usage life of instruments varies
on the type of procedure, but it is generally
between 1 and 10 uses, which forces hospitals
to regularly place orders.
Service contracts consist of machine support,
maintenance, and training. Contracts are
signed upon initial purchase of the da Vinci
system and are typically renewed at the end of
each year.
ISRG has booked recurring revenues at a
faster rate than sales of their da Vinci surgery
systems. They represent a book-to-bill ratio of
approximately 2.3, which shows strong demand
for their products.

Systems Sales
Intuitive Surgical sells the da Vinci system
directly to customers in the U.S., Japan, South
Korea, and Western Europe. In the rest of the
world, the da Vinci system is sold through thirdparty distributors.
Geographically, Intuitive Surgical generates
71% of its revenue nationally and 29%
internationally. Out of the 3,919 da Vinci
systems installed worldwide at the end of 2016,
63% were in the U.S., 15% in Europe, 18% in
Asia, and 4% in the rest of the world.
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Leasing Initiatives
In order to increase customer’s accessibility to
the da Vinci system, ISRG begun to offer leasing
agreements to qualified customers in 2013. The
number of systems sold under a leasing
agreement has increased exponentially since the
inception of the program. In 2015, 63 systems
were shipped under lease contracts, compared
to 41 and 6 in 2014 and 2013, respectively.
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Intuitive Surgical Inc.
Investment Rationale
Installed Systems by Model
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Technological Advances and Integration of
Robotics
Technological advances pertaining to minimally
invasive surgery have made surgical
procedures more accessible, secure, and
efficient. Most notable is the integration of
robotics in to the healthcare system, which is
fueling ISRG’s revenue growth. This trend will
continue as companies like Intuitive Surgical
develop new devices and accessories in
conjunction with technological advances and
robotics integration.
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An Increasingly Aging Population
Growth in the number of procedures will be
driven by the aging Baby Boomer generation.
According to a 2016 publication by
Transparency Market Research, the number of
people over 65 years of age is expected to
double in the next 10 years. Intuitive Surgical is
strategically positioned to benefit from this
trend as a large portion of the procedures
performed by the da Vinci system is in elderly
patients. In fact, ISRG’s fastest growing
surgical procedure in the U.S is the
prostatectomy, whose average patient age is
75 years.
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Trade-In and Update Cycles
ISRG's sales will benefit from a new product
update cycle that we expect to take place in
2020. Historically, an updated model is
launched approximately every 6 years. This
indicates that ISRG will benefit from trade-ins of
the highly sold da Vinci Xi model during our
investment horizon. Even though Intuitive
Surgical has not released details on their
upcoming model, the company received FDA
clearance for the unreleased da Vinci Sp
model.
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Intuitive Surgical Inc.
Investment Rationale
Market Expansion Potential
Intuitive Surgical has maintained its market leader position for over 17 years, yet still has potential to grow
nationally and especially internationally. In order to determine what ISRG’s national hospital client base would
be at full capacity, we sampled hospitals that have at least one da Vinci system installed. Within the sample,
we observed that the smallest hospitals have on average 120 beds, and we used this pattern to estimate the
size of ISRG’s potential client base. We found that out of 5,564 hospitals in the U.S., nearly 3,700 are
potential da Vinci buyers.
Considering the firm had 2,500 systems installed in the U.S. as of September, 2016, the firm still has the
potential to expand its existent hospital client base by 45% to 48%, depending on the proportion of hospitals
that have 2 or more systems installed. However, the research performed does not take into consideration the
existence of surgery centers, which many are potential clients. Although estimating potential for market
penetration within surgery centers is difficult, we can safely assume that ISRG’s expansion potential is
superior than 48%, especially considering there are nearly as many surgery centers as hospitals in the U.S.

Financial Position
Intuitive Surgical’s sound financial position is indicated by the firm’s proven ability to generate substantial
operational cash flows, its debt-free capital structure, and large cash balance. The company has generated
over $600 million of annual operational cash flows every year since 2011. Despite operating in a capitalintensive industry, the company is free of long-term debt. ISRG has a cash balance of approximately $1
billion. The healthy cash flow stream and large cash balance are especially important because they provide a
cushion against unexpected losses, such as litigation costs. Their cash position has enabled them to return
value to shareholders through its active share buyback program. On December 13th, 2016, ISRG announced
an additional $3 billion of share buybacks.

Worldwide Procedures Growth
Intuitive Surgical will see increased sales and recurring revenues during the next 5 years as a result of growth
in the number of surgical procedures performed worldwide. Surgical procedures have been increasing
exponentially since the early 2000’s as a result of the introduction of innovative medical devices in the market.
During the past five years, U.S. procedures grew at a 5-year annualized growth rate of 18.78% while outside
the U.S. (OUS) procedures grew at 24.89%.

Growth in da Vinci Procedures

Revenue By Region
5%

800000

12%

700000
600000

U.S

500000

Europe

400000

Asia

300000

17%

ROW

200000
100000
0
2010

2011

2012
U.S.

2013
O.U.S.

2014

2015

2016

67%

Stock Report | January 24th, 2017 | Ticker: ISRG

Intuitive Surgical Inc.
Competitive Advantages

Risk Outlook

Market Leader
Intuitive Surgical is the market leader in the robotic surgery
equipment industry. For the last 17 years, Intuitive Surgical has
had complete control over the $2.8 billion market because they
are the only manufacturer of surgical robotic systems with a
marketable product. The company has established their brand in
over 3800 hospitals worldwide and has developed a deep
understanding of surgeons’ needs.

Litigation Risk
Intuitive Surgical is vulnerable to
product liability and negligence claims
relating to the use of their products.
2014 marked ISRG’s largest litigation
cost of $64 million. However, they were
able to pay off the total amount within
the year. This cost represented just 3%
of the company’s total revenue during
this year and 10% of the available
cash.

Barriers to Entry
The surgical robotics industry has high barriers to entry. New
entrants are required to expend a substantial percentage of their
resources to R&D, clinical studies, manufacturing, recruiting
qualified personnel, and raising capital. There are other
companies with a robotics surgery system in various stages of
production. However, no other company has been able to
successfully create a product, pass clinical trials and FDA
inspection, then market their product successfully.
High Switching Costs
Intuitive Surgical has created an expansive da Vinci ecosystem
that helps the company retain customers. Once a hospital
purchases a da Vinci system, Intuitive Surgical benefits from the
long-lasting nature of their products and the consistent revenues
from limited use products and all associated maintenance. They
also benefit from continual da Vinci training provided to surgeons.
Essentially, the aforementioned expenses are high switching
costs that keep clients tied to the system.
Successful Direct-To-Patient Marketing
Furthermore, there are costs for a hospital associated with not
having a da Vinci system. ISRG has been very successful at
direct-to-patient marketing, which has created awareness and
product demand from patients who now wish to have the robotic
surgery. Not owning a system presents the risk of losing surgical
patients and possibly surgeons.
Growing Clinical Applications
Intuitive Surgical is expanding the possible surgical applications
for its da Vinci systems. They currently focus on 5 types of
surgery but are expanding their selection during our investment
horizon.
Intellectual Property
Intuitive Surgical's intellectual property and growing
instrumentation base is another sizable barrier.
The company holds more than 2,100 U.S. and foreign patents for
ownership and exclusive field-of-use licenses. Intuitive Surgical’s
has applications for an additional 1,500 U.S. and foreign patents
which indicates the importance of patents in ISRG’s market
dominance.

Political Uncertainty
New efforts to restructure the
healthcare system by repealing the
Affordable Care Act could impact US
hospital capital spending. Bank of
America’s healthcare outlook suggests
that the new administration’s plans will
not impact capital spending in the short
term.
While there is a high degree of
uncertainty, the consensus states that
the ACA will not be repealed without a
replacement plan. Even if the ACA is
repealed, there will likely be a
transitionary period of 2-3 years to
slowly change the laws within the
healthcare system.
The proposed plan to change financing
of Medicaid & Medicare coverage could
result in a decrease in newly insured
Americans and a potential decrease in
surgical procedure volumes.
However, there was only a 30 basis
point boost to surgical volumes when
the ACA was enacted. Therefore, we
expect a loss similar to the same
increase.

Stock Report | January 24th, 2017 | Ticker: ISRG

Intuitive Surgical Inc.
Valuation

The FCFE model above was used to estimate the intrinsic value of Intuitive Surgical. The company posted
excellent results for the first three quarters of 2016 as a result of growth in adoption of general and urologic
surgery, especially with hernia repair and colorectal procedures. The good 2016 performance seen so far is
partially responsible for the $5.07 EPS increase forecasted for the year. The EPS hike forecasted during the
following years reflects the aggressive buyback plan the company is expected to implement, as well as
continued procedures adoption. The discount rate utilized is based on the CAPM computation adjusted for
additional unpredictable risks, such as litigation costs and uncertainty over the outlook of the healthcare
industry. Finally, we assumed a perpetuity growth rate of 3% reflecting historical GDP growth rates and
inflation levels.
The P/E contraction model was used to set
the 3-year target price for ISRG. During the
last 5 years, ISRG’s multiples have ranged
between 23x and 46x.
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