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IBM announced its plans to spin off its managed infrastructure services businesses by the end of 2021.
The narrow-moat company claims this will help its remaining business focus on its hybrid cloud

solutions. We see little reason why the split would significantly boost IBM's prospects in either

Analyst Notes Archive

Financials business, although optically, IBM's top-line growth rate should improve once managed infrastructure
Research Methodology for Valuing Companies (named “NewCo" as a placeholder in the press release) is spun off. At this point, we are not assuming a
Important Disclosure drastically different business with the split from what we are modeling today. Additionally, IBM

The conductof Moringstar's analysts i governed by Cote ofEtics/Code of reported preliminary third-quarter results that were largely in line with CaplQ consensus. As such, we're

Conduct Policy, Personal Security Trading Policy (or an equivalent of), and

Investment Research Policy. For information regarding confiits ofnterest. please maintaining our $120 fair value estimate for IBM. Shares are up about 6% to $131 upon the news,

visit: http://global. morningstar.com/equitydisclosures.

leaving shares fairly valued, in our view.

The primary analyst covering this company does not own its stock.

While the remaining part of IBM's business will aim to focus on hybrid cloud solutions, including Red
Hat, we reaffirm our belief that an increasingly “mix and match” IT infrastructure world is working
against IBM's business that once found safety in its closed ecosystems. Even though having a hybrid IT
infrastructure will be a lasting state for many of IBM's customers, there are now many hybrid cloud
platforms available outside of IBM, but also interoperability among them, which reinforces our negative

outlook on the company.
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Sector Industry

Information Technology

Seni On the flip side, concerning NewCo, we view managed infrastructure services as a dying business, and
ervices

=1 Technology
we're skeptical that a spin-off will reinvigorate it. Revenue in this segment fell from $23 billion in 2018

to $21 billion in 2019 to only $19 billion in the trailing 12 months as of June 30. Today, IBM’s managed

Business Description

IBM looks to be a part of every aspect of an enterprise’s
IT needs. The company primarily sells infrastructure infrastructure services makes up the largest portion of IBM's total revenue compared with any other
services (37% of revenue), software (29% of revenue), IT - subsegment, but it has been a headwind to growth. Meanwhile, IBM's remaining business outside of
services (23% of revenue) and hardware (8% of NewCo earned $59 billion over the past 12 months.

revenues). IBM operates in 175 countries and employs
approximately 350,000 people. The company has a Business Strategy & Outlook Julie Bhusal Sharma, Equity Analyst, 31 Oct 2019
robust roster of 80,000 business partners to service
5,200 clients--which includes 95% of all Fortune 500.
While IBM is a BZ2B company, IBM's outward impact is
substantial. For example, IBM manages 90% of all credit ~ Management systems and other software products, like middleware and integration software. While

IBM still brings the “big” to its moniker, “big blue.” IBM is the world's largest IT services company (per
management), the dominant provider of mainframes and a prominent player in the public cloud, data

card transactions globally and is responsible for 50% of IBM has tried to refresh its diverse offerings, we think IBM's moat is deteriorating as the cloud

all wireless connections in the world. transition chips away at IBM’s competitive advantage associated with customer switching costs.

rough the lens of IBM’s Global Business
lected IBM for their IT services provider

es, databases or integration software.

perate with other IT workloads, which

ink this led IBM’
enterprise with IBM offerings due to the ease of a main IT services provider and the surety of IT

ustomer base to further entrench their

functions having interoperability.

However, now with the rise of the cloud and open source software, the possibility of a mix and match IT
infrastructure is real. While we think this is not a risk for many loyal IBM enterprise customers
(especially those using IBM's mainframes), we do think the trend will continue to hurt all other sides of
IBM’s business. We think clients will gradually reduce their IBM offerings, from Infrastructure as a
Service to software to outsourcing functions (like payroll processing and talent management) as
competitors’ value add lowers the cost of switching from IBM products. Fortunately for IBM, we think its
enterprise customers are particularly sticky, especially as IBM tends to serve very large customers

within regulated industries. Therefore, any change with IBM will be a slow one, in our view.

Bulls Say Julie Bhusal Sharma, Equity Analyst, 20 Jul 2020
» IBM's customers prove to be even stickier than expected, still placing emphasis on the mission criticality
of mainframes, databases, and choosing not to rock the boat even on ancillary applications, as a result.
» IBM's Watson will undergo a turnaround, proving its efficacy and largescale adoption by healthcare
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Analyst n Romanoff, Equity Julie Bhusal Sharma, Equity Analyst
Stewardship mplar Exemplary

Price/Fair Value 1.21

Price/Sales 3.30

Price/Baok 5.70 8.44

Price/Earning 14.91 10.90 36.56 28.59

Dividend Yield 0.05% 0.04% 0.01% 0.01%

Market Cap 117.10 Bil 26.65 Bil 1,593.60 Bil 143.47 Bl

52-Week Range 90.56—158.75 12.54—23.93 132.52—1232.86 137.15—247.82

Investment Style Large Value Large Value Large Growth Large Core

systems, leading to boosts in IBM's software sales and potentially a boost in IBM cloud services.

» IBM will gain further traction in its shipping blockchain based solutions, as its network of logistics

partners becomes harder and harder to replicate.

Bears Say Julie Bhusal Sharma, Equity Analyst, 20 Jul 2020

» Even IBM's stickiest customers find it worth it to switch to IBM competitors in software and cloud

offerings and, in turn, minimize the size of IBM's IT services accounts.

» Cloud reliability increases drastically, significantly cutting the cost of switching from IBM mainframes to
the Cloud.

» IBM’s database, DBZ, will see significant churn as NoSQL databases” applications increasingly outweigh

the weighty costs of switching database systems.

Economic Moat Julie Bhusal Sharma, Equity Analyst, 31 Oct 2019

We assign IBM a narrow moat based on the company’s switching costs and intangible assets permeant
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throughout the business. We think switching costs are prevalent at IBM because of the
interconnectedness of its offerings. IBM’s business looks to cover all aspects of an enterprise’s IT needs,
from IT consulting and outsourcing, hardware, software and cloud services. Many of these offerings are
interconnected, and we think this largely stems from IBM’s global business services, or GBS. A new
client, for example, may go to IBM's GBS in search of an IT plan of attack which could lead to sales in all
other parts of IBM's business: from using IBM laaS, purchasing a new mainframe using IBM's financing
capabilities, and even to using business intelligence software. One example of such interconnectedness
is that within the global technology services, or GTS, segment, 90% of IBM's largest clients use IBM
outsourcing, 60% of which revolves around outsourcing related to mainframes. This means at least 90%
of IBM's largest GTS clients are contributing to revenues in GBS (where outsourcing is housed) and 60%
of those customers are generating revenues in Systems (due to mainframes) which often requires spend

in cloud & cognitive for mainframe transaction processing software.

sticky--but we think otherwise. In

sts because of the continuity in

period of time. Even if an enterprise
reasons, the benefits of switching likely
of a company's IT history and

ment of an IT function could lead to costly
implications elsewhere. We also think that many of IBM’s customers are slow to change IT consultants
and providers because they fear rocking the boat with the mission critical functions served on IBM IT.

Some examples include high frequency trading or processing 7 million flight tickets per day.

While we think that GBS is the most crucial segment in justifying IBM’s moat (because it maintains the
stickiness of much of IBM's other offerings), we think it's worthwhile to delve into the switching cost
landscape, in isolation. Under IBM's largest segment, GTS, IBM provides infrastructure as a service,
platform as a service and hosted private cloud offerings. However, we believe IBM is behind others in
the global public cloud, most notably Amazon, Microsoft and Google. We think IBM's technology
services business is a moaty business because moving from any cloud provider poses significant costs
and time. While many companies could still find it worthwhile to move to other cloud providers, like
AWS, we think IBM's typical customer is extremely sensitive to such change given the mission criticality
of the data stored--such as banking data. Additionally, we think IBM's customers have more on-premise
workloads than the average enterprise, making a switch to non-IBM public cloud providers less

pressing.

We think IBM's second largest segment, cloud & cognitive solutions, also exhibits standalone switching

costs. This segment consists largely of DB2 (IBM's database offering), middleware and transaction
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processing software. We think swapping databases like DBZ is not an easy decision for customers to
make due to the cost and time required. In areas like middleware and transaction processing software
much of these solutions are catered to mainframe operations and are virtually the only offerings of its
kind for IBM mainframes due to the mainframe's proprietary zOS operating system--making switching
not an option. Red Hat platforms OpenShift (container management), Red Hat Enterprise Linux, or RHEL,
(operating systems) and Red Hat JBoss (middleware) are now housed in the segment as well, but won't
substantially change the moat makeup of this segment, in our opinion--as we estimate Red Hat
offerings will make up about 15%-20% of the segment’s revenue going forward. We assigned RedHat

with a narrow moat rating when it was a standalone public entity prior to being acquired by IBM.

We believe that IBM derives a secondary moat source, intangible assets, from the expertise that IBM
has acquired throughout its 107-year-old history, particularly in specialty areas such as the financial,
airline and networking sectors. Banks, airline operators and network providers operate in mission critical

erefore, hav to benefit from specialty

rate in. We think this specialty expertise is
efined networking and services
connections. We also think it shows in
transactions, whigh we believe is tied to IBM's virtual
akes up 90% of t

estimated 10,000 installed base). we think that mainframes’ price tag in the millions of dollars is a

global mainframe market (which covers an

function of the mainframes intangible assets which leave clients running mission critical functions
extremely wary of moving to the cloud mostly due to the extreme sensitivity to speed and reliability,
which still can’t be found on the cloud. For instance, mainframes have 99.999% reliability, whereas
cloud computing reliability is typically near 99.95%. This is a difference of roughly 5 minutes of

downtime versus 4 hours of downtime per year.

Fair Value and Profit Drivers Julie Bhusal Sharma, Equity Analyst, 20 Jul 2020

Qur fair value estimate for IBM is $120 per share. This implies a 2020 enterprise value/EBITDA of 11
times. We forecast IBM's revenue will rise at a compound annual growth rate of 1% over the next five
years, as the company’s segments gradually change weights. This growth rate includes a 3% revenue
decline in 2020 due to COVID-19 but a rebound with 2% growth in 2021 as macroeconomic conditions

improve.

Driving our financial model is our expectation for IBM to continue to shed market share in global IT
services, leading to customer losses in its global business services. As a result, we expect IBM
technology services to see a compound annual decline rate of 1% from 2020 to 2024 as more sticky IBM

software is applicable in other clouds. Consequently, we expect IBM to benefit from growth in its cloud
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& cognitive software as its customers transition to hybrid infrastructures, even if it's not to the IBM
cloud, as our outlook suggests. We forecast IBM's hardware business to continue to be a lumpy one,

with continuing waves of new mainframe models and keeping IBM’s financing arm in business.

We do not think direct Red Hat sales will play a large part in revenue growth. Even with Red Hat
recently acquired, the acquisition is likely to only return $150 million each year in synergies. This
assumes that 10% of IBM's user base who are not Red Hat users adopt the technology within 30 select
countries. We doubt that this would be much greater than 10% as moving to Red Hat Linux is a very
conscious decision for companies, in our opinion. The change to Red Hat Enterprise Linux will either
entail changing from Windows operating system, which likely means massive turnover in an
enterprise’s engineering team. Qr, if an enterprise already has Linux, this means getting rid of one’s
own internal Linux servicing division or switching paid Linux providers. All of these decisions aren't easy

or intuitive ones in our opinion, which contributes to our outlook on Red Hat synergies.

crease from 47% in 2019 to near 50% in

of competition in cloud providers moderated with IBM's low customer concentration and large, but
slow-to-change customer base. We think the company's business and technology services segments are
the most at risk as many customers increasingly become aware of outsourcing capabilities that their
cloud service provider can take over, with higher quality servicing or more technologically advanced

capabilities.

We are also unsure about the company's ability to monetize much of its ongoing development. While
IBM is creating quantum computers, these computers are not yet ready for commercial use. Once they
are, the market for enterprises who can afford these machines, will be minute, in our opinion. Other
areas, like blockchain services, show more upside and make it hard for new entrants to enter, especially
in the shipping space, which requires a massive coordination of shipping companies, retailers and
governments. We also think IBM could benefit from the increasing demand for software defined
networks, and their services. However, in both of these cases, we think the revenue upside won't be

massive and won't allow IBM to overcome lost revenue in some of its core businesses today.

Stewardship Julie Bhusal Sharma, Equity Analyst, 20 Apr 2020
We consider IBM's stewardship of shareholder capital to be Standard. IBM is steered by CEQ Virginia
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Rometty, who has held the executive positions since 2012, before which she was in IBM sales,
marketing and strategy since 1981. We think Rometty has made significant steps in trying to protect
IBM’s value proposition by adopting a large-scale open source strategy and is right to believe the hybrid
cloud is the IT landscape of the future. However, we think little change has been in IBM's brand
perception--which we concede, is a massive task. We therefore think buying Red Hat was an attempt to

do so.

While IBM's acquisition of Red Hat was the largest deal in the company's history, we don't think IBM
paid an outrageous amount for the company, as we valued Red Hat at a market capitalization of $26.8
billion prior to the announcement. IBM had acquired Red Hat for a deal price of $34 billion for the
company, giving it a premium of our fair value estimate of close to 30%. However, this is relatively in
line with software deal premiums we would expect in such acquisitions. While we don’t think this
premium was outrageous, we think that it was unnecessary to own Red Hat, given that the major

a greater, we assume that Red Hat was purely

erceptiof, we don't think thgbenefits will be to the extent that IBM's

IBM Beats in Q2 Earnings as Digital Transformation Work Less Vulnerable Than Feared; Raising FVE
Julie Bhusal Sharma, Equity Analyst, 21 Jul 2020

IBM beat expectations in its second quarter for both revenue and non-GAAP earnings per share, when
compared with CaplQ consensus estimates. The beat showcased better software and cloud sales than
we expected--which we believe demonstrates clients’ priorities in digital transformation, even if the
more discretionary line of work could be postponed until a post-pandemic environment. Still, the results
were better on a relative basis, and we continue to believe IBM's cloud business has little probability of
eclipsing AWS', Azure’s, or Google Cloud's market share. IBM refrained from publishing an outlook for
the quarter or full year, but all in all, we think that the results are largely a reflection of a mismatch in
the firm's vulnerability to the pandemic rather than unseen promise in IBM's business. Considering our
expectations for a more resilient 2020, we are increasing our fair value estimate for the narrow-moat
name to $120 per share from $118 per share. Shares are up 5% upon the news, implying that investors
should wait for a greater margin of safety before investing in IBM.

In the second quarter, IBM reported revenue of $18.1 billion, marking a 5% year-over-year decline.
IBM's cloud & cognitive software revenue rose by 3% year over year, which was better than we
expected even after factoring in an inorganic boost to the segment from the Red Hat acquisition (which

settled after the prior year period). In the segment, Red Hat grew at 18% at constant currency. Global
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technology services revenue declined by 8%, as some of the segment’s revenues are tied to clients’
business volumes, which have suffered in the near term. Global business services revenue declined by
7%, as the segment contains consulting work--which tends to be of the most discretionary of IBM's
offerings. Systems revenue increased 6% year over year due to the its latest mainframe, and financing

revenue declined by 25% year over year as IBM exits its 0EM commercial financing division.

IBM Reports Weak Q1; Lowering FVE to $118 Over Digital Transformation Concerns Amid COVID-19
Julie Bhusal Sharma, Equity Analyst, 21 Apr 2020

IBM's first quarter results came in below our expectations on the top and bottom line, as the firm
suffered more in March than we expected as a result of COVID-19, specifically in the company'’s
software division, which makes up 30% of total revenues. This was Arvind Krishna's first quarter as CEQ
as Ginni Rometty stepped down as CEQ this month. With IBM refraining from publishing guidance for
the year, we've made further adjustments to the impact of COVID-19, leading to a decrease in our fair

value estimate to $118 per share from $128 per share for the narrow-moat IT services provider.

o year-over-year decline. The results
-19 adjustments we made on April 1

d & cognitive software segment had the
th came from security services, Red Hat,

uffered the worst performance, down 26%

| financing divisi
year over year. The weakness was a result of the conscious decision for IBM to slowly exit its financing
of OEM IT suppliers, distributors and resellers.

Gross margin expansion in the quarter resulted from improved gross margins in all segments other than
cloud & cognitive, with systems gross margins expanding by 400 basis points from its latest model of the
IBM Z mainframe and financing gross margins expanding by 500 basis points.

We believe that IT services companies are in a place to help enterprises navigate the COVID-19
shutdown. Still, we think avenues like digital transformation revenues are in jeopardy--especially for
IBM. We expect revenue declines of 9% for IBM in 2020 and slight gross margin expansion from a lower
mix of low margin business and technology services. Considering fixed costs, we expect operating

margins for the year to fall to 12%, down from 15% in 2019.

IBM’s Dividend Is Likely Safe, but Growth Is Questionable Amid COVID-19 and Refinancing Risks
Julie Bhusal Sharma, Equity Analyst, 1 Apr 2020

Amid uncertainty surrounding the effects of COVID-19, we've taken a deeper look into IBM, including
the company'’s capital structure and dividend security given the company's highest debt level in recent
history from its Red Hat acquisition. We maintain our $128 fair value estimate for narrow-moat IBM.

In our base-case scenario, we now model a greater revenue decline in 2020 but a bounceback in 2021,
and our longer-term estimates are largely unchanged. We also now assume that IBM will refinance

some of its debt in 2022, a year later than our prior estimates. This refinancing should allow IBM to
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maintain its dividend growth streak (currently at 24 years) by at least 16 additional cents per year. If
IBM were unable to refinance over the next five years, we calculate that it would see milder dividend
increases adding up to an additional 8 cents per year. However, in a bearish scenario with no
refinancing over the next five years and a severe COVID-19 downturn with sales down 19% in 2020, we
fear that the dividend would need to be slashed in 2023 by more than 50%.

Ultimately, over the next five years, we think that debt refinancing is a necessity if IBM is to drive hefty,
rather than minimal, dividend growth, as well as resume share repurchases. COVID-19 concerns might
make refinancing difficult or cost-prohibitive in the near term, but longer term, it's still quite likely that
IBM can refinance as macroeconomic conditions recover.

We've lowered our top-line assumptions for 2020 to 8% year-over-year declines from 2% revenue
declines, expecting a toll from COVID-19 on all segments, especially technology services, which could
see delays in assisting clients with a hybrid cloud transition. Meanwhile, we expect IBM's cloud and
cognitive segment to be the least affected by COVID-19, as this pertains to the majority of IBM's

fits from

w CEQ; Maintainihg FVE Julie Bhusal Sharma, Equity

inia Rometty willlog stepping down as CEQ of the company

na, to take her place on April 6, 2020. The

ftware, Arvind K
news came as a surprise given that fourth-quarter earnings, released on Jan. 21, marked the first year-
over-year revenue increase in five quarters, which in some news outlets was reported as a
“turnaround.” Our earnings coverage noted that the revenue increase was rather largely a function of
the new mainframe release, which typically impacts revenue significantly in the first quarter of each
launch. This makes the news slightly less surprising, in our view. Rometty has been CEQ of IBM for 12
years with an overall tenure at IBM of 40 years. While we think that fresh blood will most likely be a
good thing for IBM, we do not think the news has a direct impact to our valuation given that there is
little detail on Krishna's aspirations for his office--though we expect Krishna to continue to make cloud
strategy the core to IBM's overall strategy. For these reasons, we are maintaining our fair value
estimate of $128 per share for this narrow-moat company. With the stock up 5% in after hours upon the
news, we'd look for a greater margin of safety before investing in the IT services giant.

Krishna is largely attributed to IBM's purchase of Red Hat in July 2019 and we expect Krishna to better
extract value from the deal. However, we think that additional Red Hat value extractions have a
threshold considering Krishna was already the standing architect of Red Hat/IBM integrations. We
expect there to be more opportunity for improvements in the rest of the business, outside of Red Hat
territory. We think this is more likely given our estimates of the relatively small potential for additional
cross-selling of Red Hat software and the fact that IBM has been incorporating Red Hat's open source

software in its solutions well before its acquisition of the company.
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IBM Is Not Undergoing a Turnaround, It's Starting Another Mainframe Cycle; Shares Overvalued
Julie Bhusal Sharma, Equity Analyst, 22 Jan 2020

IBM broke its streak of five quarters of year-over-year revenue declines in reporting its fourth-quarter
results, but we don't see this as a harbinger of a turnaround. Rather, the revenue increase was largely a
result of the start of another mainframe cycle (which last typically five quarters). Still, fourth-quarter
revenue was slightly below our expectations though EPS was in line with our forecasts--with help from
profitability improvements. Considering the lumpiness caused by mainframe sales and expectations for
2020, we are maintaining our $128 fair value estimate for this narrow-moat-rated name.

IBM reported fourth-quarter revenue of $21.8 billion, up 10 basis points year over year, closing the year
with $77.1 billion in revenue, a 3.1% decrease year over year. While the systems segment made up only
14% of revenue, systems sales in the quarter were up 16% sequentially, marking the first full quarter
after the z15 mainframe release. Meanwhile, global technology services, or GTS, was down nearly 5%

ear over year in the quarter, which we expect was largely due to non-mission-critical workloads

e cloud and cognitive segment
uarter, with growth across all areas,

r to be one of the most mission-critical
ear growth in the quarter, but that did not

y flattish revenue growth in the quarter,

which is suffering weak demand for business process outsourcing. We're encouraged that the
consulting business is not suffering instead, as consulting is a much higher-margin business, and we
consider it to be a driver of other IBM offerings. Moreover, we expect business process outsourcing

revenue to decline throughout the IT services industry.

Cloud Transition Poses Significant (but Slow) Threat to IBM's Business; Lowering FVE to $128 Julic
Bhusal Sharma, Equity Analyst, 1 Nov 2019

We are lowering our fair value estimate for IBM to $128 from $158 while maintaining our narrow moat
and negative moat trend ratings. We have lowered our projections for IBM's future earnings potential
as a result of the disruption we've seen in IBM's business due to the enterprise cloud transition and
IBM’s inability to drastically turn the tides.

We think that IBM has suffered declines throughout its diverse IT offering because of cloud computing
and open source software giving way to a mix and match IT infrastructure, which wasn't a reality for
enterprises before. We believe IBM's large and sticky customers originally came to IBM due to its
appeal in mission critical functions, like mainframe computing or database management. Originally,
these functions needed to communicate with other IT workloads, which tended to be on a proprietary
stack. As a result, we think this led IBM’s customer base to further entrench their enterprise with IBM
offerings due to the appeal of consolidating IT services providers and gaining confidence that their IT

functions would be able to speak to one another.
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Now, cloud and open source capabilities have lived up to their name, allowing for openness across
various IT workloads as a result of shedding the proprietary stack. While we think this does not hurt the
specialty areas that customers came to IBM for--like mainframes, transaction processing software,
blockchain and software defined networking--we think it makes it easier for clients to change providers
of more ancillary solutions that clients once went to IBM for out of convenience and necessity. We think
this will affect IBM's cloud and IT services business most significantly, with software by no means
immune from the trend. However, in our opinion, this deterioration will be a slow one, as we think
IBM’s customer base just so happens to be extremely slow to change given their breadth and highly

regulated industries.

With Red Hat Fully on the Books, IBM Looks Towards Cloud Solutions for Growth; Maintaining $158
FVE Mark Cash, Equity Analyst, 17 Oct 2019
Narrow-moat IBM's third-quarter revenue of $18 billion missed consensus estimates as sales declined

3.9% year over year. The cloud and cognitive software segment, which now includes Red Hat, increased

of Things, and hybrid cloud offerings.
ded by 1% due to consulting strength;
ncing declined by 5.6%, 14.7%, and 11.7%,
ness, we believe Red Hat gives the

rid-cloud ecosystems, and we are

maintaining our e view shares as slightly undervalued after falling about 5%
afterhours, but acknowledge the uphill battle the company is facing in transforming its business and
would wait for a better risk for reward entry point.

IBM reiterated full-year expectations, initially stated in August, of GAAP EPS being at least $10.58, non-
GAAP EPS minimum of $12.80, and free cash flow of about $12 billion. We beligve IBM is wisely
focusing on evolving its business to capitalize on enterprises shifting workloads to cloud-based
resources. With Red Hat's Linux expertise and its OpenShift container application platform, IBM has
more opportunities to stay ahead of how developers and infrastructure teams are consuming resources
in hybrid-cloud networks. In our view, IBM has acknowledged the shift in customer buying behavior
from large upfront hardware purchases and toward more consumption-based solutions and services
that can offer tools like analytics, monitoring, and computing on-demand. While IBM still has a long
way to go to challenge the large hyperscale cloud providers, we believe the company is headed in the

right direction to remain a force in the IT environment.

IBM Goes All In on Hybrid Cloud, Outlines Red Hat Strategy at Investor Day; Shares Fairly Valued
Andrew Lange, Equity Analyst, 2 Aug 2019

IBM held its investor briefing for 2019 and laid out its strategy and financial outlook with Red Hat under
its umbrella. Most notably, the messaging was clear: IBM is chasing the $1.2 trillion hybrid cloud

opportunity. As IBM said during the meeting, 92% of enterprises have hybrid environments, but only
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10% of enterprises can support holistic management and agile movement of applications across
environments, which we think is a big opportunity for the firm with Red Hat now onboard. With Red
Hat's OpenShift container platform, IBM becomes the only harizontal hybrid option in the market where
it can run workloads across public cloud providers such as itself, Amazon, Microsoft, and Google, while
also catering to private cloud and on-premises environments. As such, we see mindshare and sales
opportunities across IBM's services, cloud, and infrastructure businesses. As we've said before, the
hybrid cloud boost IBM will receive from the Red Hat acquisition will be supportive and at least provide
IBM with a fighting chance versus other cloud providers. However, we aren't ready to prescribe too
much belief in a turnaround story this early and still see the firm as a laggard versus cloud peers. We
need to start seeing and hearing tangible success with year-over-year revenue growth and client
endorsements being the most obvious early metrics. For now, we reiterate our narrow economic moat
rating and $158 per share fair value estimate.

The firm provided an update to its fiscal 2019 forecast and issued a new midterm financial outlook.

itrevenue growth (in constant

nd over 100% free cash flow realization.

also expect the aldud and cognitive software, services, and

contribution. Il
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Morningstar Historical Summary
Financials as of 30 Jun 2020

Fiscal Year, ends 31 Dec 2010 201 2012 2013 2014 2015 2016 2017 2018 2019 YTD ™
Revenue (USD BIil) 100 107 103 98 93 82 80 79 80 77 36 75
Revenue Growth % 43 70 -3.8 -4.4 5.7 -11.9 -2.2 -1.0 0.6 -3.1 4.4 -3.0
EBITDA (USD BIl) 25 26 28 25 25 20 17 17 17 18 5 15
EBITDA Margin % 25.0 24.5 269 25.7 269 24.8 21.7 209 20.8 228 15.4 20.0
Operating Income (USD Bil) 19 21 22 20 19 16 14 13 13 " 3 9
Operating Margin % 19.4 20.1 216 20.8 20.3 19.5 17.1 16.6 16.7 13.8 7.1 11.6
Net Income (USD BIil) 15 16 17 16 12 13 12 6 9 9 3 8
Net Margin % 14.9 14.8 16.1 16.8 13.0 16.1 14.9 7.3 1.0 12.2 7.1 104
Diluted Shares Outstanding (Mil) 1,287 1,214 1,155 1,103 1,010 983 959 937 916 893 895 894
Diluted Earnings Per Share (USD) 11.52 13.06 14.37 14.94 11.90 13.42 12.38 6.14 9.52 10.56 283 8.81
Dividends Per Share (USD) 2.50 2.90 3.30 3.70 4.25 5.00 5.50 5.90 6.21 6.43 3.25 6.49

Valuation as of 30 Sep 2020
2013 2014 2015 2016 2017 2018 2019 Recent Qtr ™
0.6 0.6 0.5 0.5 0.8 0.6 0.7 0.7

0.1 0.1 0.1 0.1 0.1
0.1 0.1 0.1 0.1 0.2 0.1 0.1 0.1

Price/Sales
Price/Earnings
Price/Cash Flow

Dividend Yield % 2.65 3.63 3.31 3.85 5.46 48 5.34 5.34
Price/Book 0.1 0.1 0.1 0.2 0.2 0.2 0.2
EV/EBITDA 0.0 0.0 0.0 0.0 0.0 0.0
Operating Performance / Profitabili

Fiscal Year, ends 31 Dec 2016 2017 2018 2019 YTD ™
ROA % 104 47 70 6.8 1.7 5.1
ROE % 64.9 734 85.2 79.1 69.4 101 73.0 321 50.8 50.1 12.3 413
ROIC % 300 31.2 326 29.2 214 25.3 216 9.8 14.3 13.7 3.3 94
Asset Turnover 0.9 0.9 0.9 0.8 0.8 0.7 0.7 0.7 0.6 0.6 0.2 05
Financial Leverage

Fiscal Year, ends 31 Dec 2010 201 2012 2013 2014 2015 2016 2017 2018 2019 Recent Qtr ™
Debt/Capital % 48.7 53.2 56.1 59.0 74.7 70.1 65.5 69.4 68.0 736 74.2 —
Equity/Assets % 20.3 17.3 15.8 18.1 10.1 129 15.5 14.0 136 13.7 13.3 —
Total Debt/EBITDA 1.1 1.2 1.2 16 16 2.0 24 2.8 28 39 12.7 —
EBITDA/Interest Expense 67.7 63.8 60.3 63.0 51.6 433 215 26.9 22.9 13.1 8.5 105
Morningstar Analyst Historical/Forecast Summary

Financials Estimates Forward Valuation Estimates

. 2018 2019 2020 2021 2022
Fiscal Year, ends 3.1 Dec 2018 2019 2020 2021 2022 Price/Sales 13 15 16 15 15
Revenue (USD MH) 79,592 77,148 74,511 75,825 76,854 Price/Earnings 8.2 105 1.4 99 98
Revenue Growth % 0.6 -3.1 3.4 1.8 1.4 Price/Cash Flow 8.8 96 96 1.7 12.8
EBITDA (USD Mil) 17,054 18,249 14814 15182 14,198  Dividend Yield % 5.28 4.69 490 5.02 5.14
EBITDA Margin % 214 237 19.9 200 185  Price/Book - - - - -
Operating Income (USD Mi) 12065 11512 8848 11115 11197 C/EBITDA 79 88 m7 A 122
Operating Margin % 15.2 14.9 11.9 14.7 14.6

Net Income (USD Mil) 12,656 11,432 10,338 11,803 11,959

Net Margin % 15.9 14.8 13.9 15.6 15.6

Diluted Shares Outstanding (M) 916 893 894 893 893

Diluted Earnings Per Share(USD) 13.81 12.80 11.56 13.22 13.40

Dividends Per Share(USD) 6.00 6.28 6.44 6.60 6.76
Csiions ek et ot conSts e ent o ar G sl o omaonel purposs and hrele 1t a et 0 by Sl sy and 1 1ot v 0 b o ol MORNINGSTAR
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Research Methodology for Valuing Companies

Overview

At the heart of our valuation system is a detailed projec-
tion of a company's future cash flows, resulting from our
analysts’ research. Analysts create custom industry and
company assumptions to feed income statement, balance
sheet, and capital investment assumptions into our glob-
ally standardized, proprietary discounted cash flow, or
DCF, modeling templates. We use scenario analysis, inde-
pth competitive advantage analysis, and a variety of other
analytical tools to augment this process. Moreover, we
think analyzing valuation through discounted cash flows
presents a better lens for viewing cyclical companies,
high-growth firms, businesses with finite lives (e.g.,
mines), or companies expected to generate negative
earnings over the next few years. That said, we don't dis-
miss multiples altogether but rather use them as support-
ing cross-checks for our DCF-based fair value estimates.
We also acknowledge that DCF models offer their own
challenges (including a potential proliferation of estim-
ated inputs and the possibility that the method may miss
shortterm market-price movements), but we believe these
negatives are mitigated by deep analysis and our
longterm approach.
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Morningstar terminology. Five-sta
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Four key components drive the Morningstar rating: (1) our
assessment of the firm's economic moat, (2) our estimate
of the stock’s fair value, (3) our uncertainty around that
fair value estimate and (4) the current market price. This
process ultimately culminates in our singlepoint star rat-
ing.

1. Economic Moat

The concept of an economic moat plays a vital role not
only in our qualitative assessment of a firm's long-term
investment potential, but also in the actual calculation of
our fair value estimates. An economic moat is a structural
feature that allows a firm to sustain excess profits over a
long period of time. We define economic profits as re-

turns on invested capital (or ROIC) over and above our es-
timate of a firm's cost of capital, or weighted average
cost of capital (or WACC). Without a moat, profits are
more susceptible to competition. We have identified five
sources of economic moats: intangible assets, switching
costs, network effect, cost advantage, and efficient scale.

Companies with a narrow moat are those we believe are
more likely than not to achieve normalized excess returns
for at least the next 10 years. Wide-moat companies are
those in which we have very high confidence that excess
returns will remain for 10 years, with excess returns more
likely than not to remain for at least 20 years. The longer
a firm generates economic profits, the higher its intrinsic
value. We believe low-quality, no-moat companies will
see their normalized returns gravitate toward the firm's
cost of capital more quickly than companies with moats.

To assess the sustainability of excess profits, analysts per-
form ongoing assessments of the moat trend. A firm’s
moat trend is positive in cases where we think its sources
of competitive advantage are growing stronger; stable
where we don’t anticipate changes to competitive ad-
over the next several years; or negati

longer period of time than the returns of narrow-moat
firms, and both will fade slower than no-moat firms, in-
creasing our estimate of their intrinsic value.

Our model is divided into three distinct stages:

Stage I: Explicit Forecast

In this stage, which can last five to 10 years, analysts
make full financial statement forecasts, including items
such as revenue, profit margins, tax rates, changes in
workingcapital accounts, and capital spending. Based on
these projections, we calculate earnings before interest,
after taxes (EBI) and the net new investment (NNI) to de-
rive our annual free cash flow forecast.

Morningstar Equity Research Star Rating Methodology

Economic Moat ~ Stewardship
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Stage II: Fade

The second stage of our model is the period it will take
the company’s return on new invested capital —the re-
turn on capital of the next dollar invested ("RONIC")—to
decline (or rise) to its cost of capital. During the Stage Il
period, we use a formula to approximate cash flows in
lieu of explicitly modeling the income statement, balance
sheet, and cash flow statement as we do in Stage |. The
length of the second stage depends on the strength of
the company's economic moat. We forecast this period to
last anywhere from one year (for companies with no eco-
nomic moat) to 10—15 years or more (for wide-moat com-
panies). During this period, cash flows are forecast using
four assumptions: an average growth rate for EBI over the
periad, a normalized investment rate, average return on
new invested capital (RONIC), and the number of years
until perpetuity, when excess returns cease. The invest-
ment rate and return on new invested capital decline un-
til a perpetuity value is calculated. In the case of firms
that do not earn their cost of capital, we assume marginal
ROICs rise to the firm's cost of capital (usually attribut-
able to less reinvestment), and we may truncate the
second stage.

petuity
company's marginal ROIC hits its cost of capital,
culate a continuing value, using a standard per-

Onc
we

pet formula. At perpetuity, we assume that any
gro or decline or investment in the business neither
cre nor destroys value and that any new investment

provides a return in line with estimated WACC.

Because a dollar earned today is worth more than a dollar
earned tomorrow, we discount our projections of cash
flows in stages I, II, and Ill to arrive at a total present
value of expected future cash flows. Because we are
modeling free cash flow to the firm—representing cash
available to provide a return to all capital providers—we
discount future cash flows using the WACC, which is a
weighted average of the costs of equity, debt, and pre-
ferred stock (and any other funding sources), using ex-
pected future proportionate long-term, market-value
weights.

3. Uncertainty Around That Fair Value Estimate
Marningstar’s Uncertainty Rating captures a range of
likely potential intrinsic values for a company and uses it
to assign the margin of safety required before investing,
which in turn explicitly drives our stock star rating system.
The Uncertainty Rating represents the analysts” ability to
bound the estimated value of the shares in a company
around the Fair Value Estimate, based on the character-
istics of the business underlying the stock, including oper-
ating and financial leverage, sales sensitivity to the over-
all economy, product concentration, pricing power, and
other company-specific factors.
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Analysts consider at least two scenarios in addition to
their base case: a bull case and a bear case. Assumptions
are chosen such that the analyst believes there is a 25%
probability that the company will perform better than the
bull case, and a 25% probability that the company will
perform worse than the bear case. The distance between
the bull and bear cases is an important indicator of the
uncertainty underlying the fair value estimate.

Our recommended margin of safety widens as our uncer-
tainty of the estimated value of the equity increases. The
more uncertain we are about the estimated value of the
equity, the greater the discount we require relative to our
estimate of the value of the firm before we would recom-
mend the purchase of the shares. In addition, the uncer-
tainty rating provides guidance in portfolio construction
based on risk tolerance.

Our uncertainty ratings for our qualitative analysis are
low, medium, high, very high, and extreme.

Margin of Safety

Qualitative Analysis
Uncertainty Ratings %% %% Rating

*Rating

Low 20% Discount
Medium 30% Discount
High 40% Discount
Very High 50% Discount

Extreme 75% Discount

4. Market Price

The market prices used in this anal
report come from exchange on which the stock is listed
which we believe is a reliable source.

For more details about our methodology, please go to
https://shareholders.morningstar.com.

Morningstar Star Rating for Stocks

Once we determine the fair value estimate of a stock, we
compare it with the stock’s current market price on a
daily basis, and the star rating is automatically re-calcu-
lated at the market close on every day the market on
which the stock is listed is open. Our analysts keep close
tabs on the companies they follow, and, based on thor-
ough and ongoing analysis, raise or lower their fair value
estimates as warranted.

Please note, there is no predefined distribution of stars.
That is, the percentage of stocks that earn 5 stars can
fluctuate daily, so the star ratings, in the aggregate, can
serve as a gauge of the broader market's valuation. When
there are many 5-star stocks, the stock market as a whole
is more undervalued, in our opinion, than when very few
companies garner our highest rating.

Morningstar Equity Research Star Rating Methodology
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Our star ratings are guideposts to a broad audience and
individuals must consider their own specific investment
goals, risk tolerance, tax situation, time horizon, income
needs, and complete investment portfolio, among other
factors.

The Morningstar Star Ratings for stocks are defined be-
low:

* %k %% \We believe appreciation beyond a fair riskad-
justed return is highly likely over a multiyear time frame.
Scenario analysis developed by our analysts indicates
that the current market price represents an excessively
pessimistic outlook, limiting downside risk and maximiz-
ing upside potential.

** %% We believe appreciation beyond a fair risk-ad-
justed return is likely.

**% Indicates our belief that investors are likely to re-
ceive a fair risk-adjusted return (approximately cost of
equity).

*% We believe investors are likely to receive a less than
fair risk-adjusted return.

icates a high probability of undesirable risk-adjus-

urns from the current market price over a multiyear
ame, based on our analysis. Scenario analysis by
lysts indicates that the market is pricing in an ex-
ly optimistic outlook, limiting upside potential and
the investor exposed to Capital loss.

Other Definitions
Last Price: Price of the stock as of the close of the mar-
ket of the last trading day before date of the report.

Stewardship Rating: Represents our assessment of man-
agement’s stewardship of shareholder capital, with par-
ticular emphasis on capital allocation decisions. Analysts
consider companies’ investment strategy and valuation,
financial leverage, dividend and share buyback policies,
execution, compensation, related party transactions, and
accounting practices. Corporate governance practices are
only considered if they've had a demanstrated impact on
shareholder value. Analysts assign one of three ratings:
“Exemplary,” “Standard,” and “Poor.” Analysts judge
stewardship from an equity holder's perspective. Ratings
are determined on an absolute basis. Most companies
will receive a Standard rating, and this is the default rat-
ing in the absence of evidence that managers have made
exceptianally strong or paor capital allocation decisions.

Risk Warning

Please note that investments in securities are subject to
market and other risks and there is no assurance or guar-
antee that the intended investment objectives will be
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achieved. Past performance of a security may or may not
be sustained in future and is no indication of future per-
formance. A security investment return and an investor's
principal value will fluctuate so that, when redeemed, an
investor's shares may be worth more or less than their
original cost. A security’s current investment performance
may be lower or higher than the investment performance
noted within the report. Morningstar's Uncertainty Rating
serves as a useful data point with respect to sensitivity
analysis of the assumptions used in our determining a fair
value price.

General Disclosure

Unless otherwise provided in a separate agreement, re-
cipients accessing this report may only use it in the coun-
try in which the Morningstar distributor is based. Unless
stated otherwise, the original distributor of the report is
Morningstar Research Services LLC, a U.S.A. domiciled
financial institution.

This report is for informational purposes only and has no
regard to the specific investment objectives, financial
ifigaiesipicnt. This

situation or particular needs of any speg
publication is intended to provide inf
stitutional investors in making their
cisions, not to provide investment a
investor. Therefore, investments di
mendations made herein may not b
vestors: recipients must exercise thg
judgment as to the suitability of suc
commendations in the light of their
jectives, experience, taxation status and financial posi-
tion.

The information, data, analyses and opinions presented
herein are not warranted to be accurate, correct, com-
plete or timely. Unless otherwise provided in a separate
agreement, neither Morningstar, Inc. or the Equity Re-
search Group represents that the report contents meet all
of the presentation and/or disclosure standards applic-
able in the jurisdiction the recipient is located.

Except as otherwise required by law or provided for in a
separate agreement, the analyst, Morningstar, Inc. and
the Equity Research Group and their officers, directors
and employees shall not be responsible or liable for any
trading decisions, damages or other losses resulting from,
or related to, the information, data, analyses or opinions
within the report. The Equity Research Group encourages
recipients recipients of this report to read all relevant is-
sue documents (e.g., prospectus) pertaining to the secur-
ity concerned, including without limitation, information
relevant to its investment objectives, risks, and costs be-
fore making an in vestment decision and when deemed
necessary, to seek the advice of a legal, tax, and/or ac-
counting professional.

The Report and its contents are not directed to, or inten-
ded for distribution to or use by, any person or entity who
is a citizen or resident of or located in any locality, state,
country or other jurisdiction where such distribution, pub-
lication, availability or use would be contrary to law or
regulation or which would subject Morningstar, Inc. or its
affiliates to any registration or licensing requirements in
such jurisdiction.

Where this report is made available in a language other
than English and in the case of inconsistencies between
the English and translated versions of the report, the Eng-
lish version will control and supersede any ambiguities
associated with any part or section of a report that has
been issued in a foreign language. Neither the analyst,
Morningstar, Inc., or the Equity Research Group guaran-
tees the accuracy of the translations.

This report may be distributed in certain localities, coun-
tries and/or jurisdictions (“Territories”) by independent
third parties or independent intermediaries and/or distrib-
utors (“Distributars”). Such Distributors are not acting as

epresentatives g i

Conflicts of Interest
» No interests are held by the analyst with respect to the
security subject of this investment research report.
Morningstar, Inc. may hold a long position in the secur-
ity subject of this investment research report that ex-
ceeds 0.5% of the total issued share capital of the se-
curity. To determine if such is the case, please click
http://msi.morningstar.com and
http://mdi.morningstar.com.
Analysts’ compensation is derived from Morningstar,
Inc.’s averall earnings and consists of salary, bonus
and in some cases restricted stock.
Neither Morningstar, Inc. or the Equity Research Group
receives commissions for providing research nor do
they charge companies to be rated.
Neither Morningstar, Inc. or the Equity Research Group
is a market maker or a liquidity provider of the security
noted within this report.
Neither Morningstar, Inc. or the Equity Research Group
has been a lead manager or co-lead manager over the
previous 12-months of any publicly disclosed offer of
financial instruments of the issuer.
» Morningstar, Inc.’s investment management group
does have arrangements with financial institutions to
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provide portfolio management/investment advice some
of which an analyst may issue investment research re-
ports on. However, analysts do not have authority over
Morningstar's investment management group’s busi-
ness arrangements nor allow employees from the in-
vestment management group to participate or influ-
ence the analysis or opinion prepared by them.
Morningstar, Inc. is a publicly traded company (Ticker
Symbol: MORN) and thus a financial institution the se-
curity of which is the subject of this report may own
more than 5% of Morningstar, Inc.’s total outstanding
shares. Please access Morningstar, Inc.’s proxy state-
ment, “Security Ownership of Certain Beneficial Own-
ers and Management” section http://investorrelations.
morningstar.com/sec.cfm?doctype=Proxy&year=&x=12.
Marningstar, Inc. may provide the product issuer or its
related entities with services or products for a fee and
on an arms’ length basis including software products
and licenses, research and consulting services, data
services, licenses to republish our ratings and research
in their promational material, event sponsarship and
website advertising.
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For @list of securities which the Equity Research Group
currgntly covers and provides written analysis on please
contaet your local Morningstar office. In addition, for his-
torical analysis of securities covered, including their fair
value estimate, please contact your local office.

For Recipients in Australia: This Report has been issued
and distributed in Australia by Morningstar Australasia
Pty Ltd (ABN: 95 090 665 544; ASFL: 240892). Morning-
star Australasia Pty Ltd is the provider of the general ad-
vice ('the Service') and takes responsibility for the produc-
tion of this report. The Service is provided through the re-
search of investment products.

To the extent the Report contains general advice it has
been prepared without reference to an investor's object-
ives, financial situation or needs. Investors should con-
sider the advice in light of these matters and, if applic-
able, the relevant Product Disclosure Statement before
making any decision to invest. Refer to our Financial Ser-
vices Guide (FSG) for more information at
http://www.morningstar.com.au/fsg.pdf.

For Recipients in Hong Kong: The Report is distributed
by Morningstar Investment Management Asia Limited,
which is regulated by the Hong Kong Securities and Fu-
tures Commission to provide services to professional in-
vestors only. Neither Morningstar Investment Manage-
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ment Asia Limited, nor its representatives, are acting or
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