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Recommendation BUY 161.27 232
Analysts: A. Nader, P. Gelia, R. Sentongo, Z. DeGregorio

227.78

GICS Sector Information Technology Summary IBM’s global offerings include information technology services, software,
Sub-Industry IT Consulting & Other Services* computer hardware equipment, fundamental research, and related financing.
Key Stock Statistics
52-Wk Range 116.9-165.00 Beta 0.87 ROA 10.55 P/B 9.0
TTM EPS 12.24 Market Cap 153.3B ROE 78.10 P/S 1.9
TTM P/E 13.14 Dividend Yield (%) 3.41 EV/EBITDA 10.54 P/CF 8.4

Price Performance

Two Year IBM vs. S&P 500
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Investment Thesis

« IBM is undervalued as an IT Consulting company. It will
transition to a software services company during our 3-5-
year investment horizon. We estimate that it will generate
55.4% of total revenues from its Strategic Imperatives —
cloud, data analytics, mobile, social, and security by 2020.

- We expect a profitable transition given IBM’s 100+ year
history of successful technological adaptations.

- A growing dividend yield of 3.5% annually provides stable
returns while we wait for the market to realize the proper
value of Strategic Imperatives.

Revenue Data

2015 2014 2013
Services 49911 55673 57665
Sales 29967 35063 40049
Financing 1864 2057 2047
Total 81741 92793 99751

EPS 13.42 11.90 14.94

Dividend Data

2015 2014 2013

Q1 1.10 0.95 0.85

Q2 1.30 1.10 0.95

Q3 1.30 1.10 0.95

Q4 1.30 1.10 0.95
Risks

Strong US dollar diminishing international
sales

Considerable competition and pricing
pressures

Potential for transition to go less smoothly
than expected

CEO Ginny Rommetty has been unable to
turn IBM around as projected
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Business Summary

Cognitive Solutions
Includes units that address many of firm’s strategic areas, including analytics, commerce, and security, the new
Watson Platform initiatives, Watson Health, Watson Internet of Things and Transaction Processing Software.

Technology Services & Cloud Platforms

This segment includes the cloud infrastructure, platform capabilities and provides IT infrastructure services. To
create business value for clients through integrated services, IBM incorporates intellectual property within its
global delivery model. By leveraging insights and experience drawn from IBM’s global scale, skills and
technology, clients gain access to high-quality services with improved productivity, flexibility, cost and outcomes.

Global Business Services

Delivers predictable business outcomes to the company’s clients across: Consulting and Systems Integration,
Application Management Services and Process Services. GBS drives initiatives that integrate IBM content and
solutions and drive the progress of the company’s strategic imperatives.

Systems Segment

Consists of middleware and operating systems software. Middleware serves as a software layer that connects
operating systems to applications across a standard software platform. Operating systems are the software
engines that run computers. Approximately 70 percent of external Software segment revenue is annuity based,
coming from recurring license charges, software sold “as-a-Service” and ongoing post-contract support.

Global Financing

Facilitates IBM clients’ acquisition of information technology systems, software and services by providing
financing solutions. The financing arrangements are predominantly for products or services that are critical to the
end users’ business operations.

Revenues by Segment (New 2016): 2016 2017 2018 2019 2020 2021

Cognitive Solutions 17,1240 17,8574 18,716.6 19,7221 20,6298 21,076.0
Gross Margin 15.40%

Global Business Services 16,769.0 157134 149710 14,7794 14,8945 149499
Gross Margin 9.40%

Technology Services & Cloud Platforms 347770 36,8680 390859 413758 432921 442341
Gross Margin 10.60%

Systems 67420 64251 6,874 6,113.1 6,113.1 6,113.1
Gross Margin 6.10%

Global Financing 1,657.0 15244 14330 13542 12865 12543
Gross Margin 46.70%

,069.4 78,3884 80,393.9 ,3446 86,216.0 ,627..

Global Technology Services (9.7%) (8.50%) (8.00%) (6.50%) (2.50%) 0.00% 0.00%
Global Business Services (12.0%) (8.50%) (8.00%) (6.50%) (2.50%) 0.00% 0.00%
Software (9.8%) (5.40%) (4.70%) (3.70%) (1.20%) 0.00% 0.00%
Systems Hardware (24.2%) (8.50%) (8.00%) (6.00%) (5 50%) (5.00%) (2.50%)
Global Financing (9.5%) (10.00%) (8.00%) (6.00%) (5.50%) (5.00%) (2.50%)
Other (44.9%) (35.00%) (25.00%) (15.00%) (12.50%) (10.00%) (5.00%)

Stragtegic Imperatives Revenues: 2015 2016 2017 2018 2019
Data and Analytics 18,000.0 20,520.0 230850 256244 279305 29746.0 306384
Cloud 10,0000 11,4000 128250 142358 155170 16,5256 17,021.3
Mobile 200.0 300.0 375.0 450.0 4905 5248 5406
Security 400.0 456.0 5130 5694 620.7 661.0 680.9
Social 400.0 456.0 513.0 569.4 620.7 661.0 680.9

33,1320 37,3110 ,A449.0 451794 48,1185 49,562.0

Strategic Imperatives as % of Revenues: 3548% 41.62% 47.60% 51.56% 54.21% 55.81% 56.56%

Strategic Imperatives Revenues Growth:
Data and Analytics 16.0% 14.00% 1250% 11.00% 9.00% 6.50% 3.00%
Cloud 57.0% 1400% 1250% 11.00% 9.00% 6.50% 3.00%
Mobile 250.0% 5000% 2500% 20.00% 9.00% 7.00% 3.00%
Security 120% 1400% 1250% 11.00% 9.00% 6.50% 3.00%

Social 21.0% 14.00% 1250% 11.00% 9.00% 6.50% 3.00%
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Investment Thesis Breakdown

IBM's deep value is derived from the fact that it is
currently categorized and valued as an IT Consulting
company because approximately 60% of revenues come
from related businesses. Its newer digital initiatives
including data analytics and the cloud began in 2014 and
have grown to approximately 40% of revenues in Q3
2016. We estimate that Strategic Imperatives will account
for 55.4% of revenues by 2020. Then, IBM would mostly
profit from software and related services, essentially
making it a software company.

Despite its rundown in the market, IBM has strong future
prospects in its Strategic Imperatives. For example, IBM’s
cloud accounted for 8% of market share in Q2 2016,
putting it in 3 place behind Amazon and Microsoft. A
footprint in legacy IT solutions and management is a
strong predictor of private cloud vendor success, as
private cloud solutions are typically the first step toward
hybrid IT environments.

Declining revenues in all segments have shaken
investors who are skeptical about the transition. However,
operating cash flows Given IBM’s longstanding history
and success in surviving technological revolutions, we
expect the company to complete most its transition during
our investment horizon.

We attribute some of IBM’s decline to investor psychology
and a lack of understanding in the company because of its
sheer size. The legacy hardware that IBM is known for
accounts for less than 10% of revenues, after major
divestitures. Furthermore, in today’s environment, investors
tend to expect immediate results and a transition of this

scale does not produce such instant gratification.

IBM’s high dividend vyield provides stable income as
we wait for the transition to be properly valued by the
market. If we assume a stable stock price in a slow-
growth scenario, we can expect an annual yield of
3.5%, or $5.6 per share. IBM has consistently grown
their dividend at an average rate of 7.5% since 2000.
So we expect IBM to continue sustaining this dividend,
given their large cash flows.
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Cloud
Price to Revenue Analysis

2015 Cloud Revenues 10,000.0

NTNX Nutanix 8.72
CRM Salesforce 6.78
Average of Price to Revenue 7.75

Value of IBM Cloud: X X
-
Data Analytics
Price to Revenue Analysis

2015 Analytics Revenue

ACN Accenture
Value of IBM Analytics:

40,860.0

Total Valuation
IBM Market Capitalization
% of Market Capitalization

118,360.0
147,000.0
80.52%

IBM Dividend Growth
056 0.6 0.64 072 08
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Competitive Advantages

Watson

IBM’s Watson computer system provides the company’s segments with advanced cognitive computing
features. For example, Watson is used in the healthcare industry to analyze a patient’s data points to predict
the likelihood of an illness and give treatment recommendations based on their history, genetics, etc. The
platform is able to interpret unstructured data and interact with users in natural languages. About 80% of all
data is unstructured and Watson’s superior capabilities give IBM a strategic advantage. Additionally, the
platform has advanced data processing capabilities. For example, it can sift through 500 gigabytes of data
(equivalent to 1M books) per second. Watson is the only platform of its kind in the world and its integrative
abilities mean superior data analytics for IBM’s customers.

Patents

In 2015, IBM was awarded 7,355 US patents; the most of any company for 23 consecutive years. Some of
the company’s technologies are for internal use, but many are licensed. IBM’s stellar track record in
successful patents gives it the ability to safeguard its intellectual property.

Research & Development and Strategic Acquisitions

The company has invested over $15 billion in the growing field of the cloud and big data analytics since 2010.
This included the acquisition of 20 companies including SoftLayer, which now forms the core of the
company’s infrastructure as a services (laaS) platform. Additionally, IBM’s high net margins have allowed the
company to invest significantly into its new product segments, the Strategic Imperatives. In 2015 the firm
invested $13 billion in R&D and acquisitions, 54% of which was focused in the growing Strategic Imperatives
segment.

Cloud Infrastructure

Unlike its competitors, Microsoft and Salesforce, IBM can design and deliver integrated server, storage and
software solutions. Meaning that clients receive holistic cloud integration, rather than just storage or analytics
separately, for example. The company has been able to reengineer its mainframes to include mobile
transaction processing and data analytics acceleration. This integrated approach should prove to be the
industry standard in the near future. IBM has been able to standardize its product offerings across whole
industries in the past, and this should prove no different.

Brief History of IBM Watson

IBM Jeopardy! Watson Watson Watson
Research Grand for for Financial Industry
Project Challenge Healthcare Services Solutions
(2006 - ) (Feb 2011) (Aug 2011 =) (Mar 2012 - )

el

Q AL 4 Expansion
) A
\ / Commercialization
./

)

Cross-industry
Applications

Demonstration

[BMWATSON



Stock Report | November 15th, 2016 | Ticker: IBM
International Business Machines Corp

USK Biisitas

STUDENT MANAGED INVESTMENT FUND

Competitors

Amazon
The e-commerce and cloud computing company pioneered the cloud
laaS (Infrastructure as a Service) market in 2006. Through its Amazon
Web Services (AWS) subsidiary, the company offers cloud storage and
computing services. AWS has a diverse range of customers ranging from
startups such as Uber and Instagram, to large scale federal institutions
such as the CIA. Additionally, AWS has the largest market share of
paying customers using their cloud computation services. IBM on the
other hand has broader features in its cloud laaS
offerings that make it appealing to both traditional
firms looking to leverage the cloud and startups.

Which cloud computing service does your
company use the most?

25% 23%

Microsoft 22% 54,
Microsoft entered the cloud laaS market in April 2013, & 17%
when it launched its Azure Infrastructure Services. 15

The company offers cloud computing, storage and

developer services that appeal to a broad range of

customers just like IBM. Its Azure DocumentDB

product is popular with startups such as Jet.com. As 0

)
6% 5%

3%
. 1% 1% 1%
= = ==
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of 2016, its Azure business is only second to ) %@p““ e° ®° & & & & <&
y . . ‘ X X R &
Amazon’s AWS in terms of marketshare in the laaS @ & & & ¥ 0&“ o“ R g
market. i
&
Salesforce

Salesforce is a cloud computing company focused on Customer
Relations Management (CRM) products. Through their Salesforce 1
platform they provide clients with well designed Uls for interacting with
their customers on various platforms including social networking sites.
Despite the popularity of Salesforce 1, IBM is ramping up efforts to
improve its CRM division through acquisitions. In April 2016, IBM
announced plans to acquire Bluewolf Group. This would give IBM the
largest team of Salesforce technical specialists.

Cloud Infrastructure Services -Q2 2016
Market Share & Revenue Growth

YoY Growth

Accenture

Accenture is a leading provider of management
consultancy and outsourcing services. Through
strategic acquisitions they have developed the
competency to offer laaS services to their clients.
In late 2015 the company acquired Cloud
Sherpas, a global cloud advisory and technology
services company. This acquisition provided
Accenture with 1,100 professionals with expertise
in delivering cloud services. Additionally, with
TTM Net Income of $4.8 billion in 2016 the
company has the financial muscle to compete
with IBM for acquisitions. Despite this, IBM has
kept up with the pace as in the case of their 2016

(laaS, Paa$S, Hosted Private Cloud)

Amazon Amazon
53%
: Mi ft
Microsoft 1'8’00;’,
IBM
57%

IBM

Google

Google
162%

Alibaba, AT&T, BT, CenturyLink, Fujitsu, Joyent, HPE,
NTT, Oracle, Orange, Rackspace, Salesforce, etc.

Next 20
41%

YoY Growth

Next 20

0% 10% 20% 30%
Worldwide Market Share
Source: Synergy Research Group
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Industry Outlook

Software Publishing

Projected Revenue (2016): $205B
Project Profit (2016): $42.6B
Projected Annual Growth (16-21): 2.8%

Software publishers market, distribute, and
design software products. They also issue
licenses to consumers for the right to execute
software on their computers. The industry
averaged 3% in annual growth in the past five
years and is projected to grow by an an average
annual rate of 2.8% from 2016- 2021. IBM
commands 4.5% of the market share, behind
Microsoft and Oracle. In this industry, IBM
primarily develops middleware and operating
systems software. Middleware software
increases the efficiency of software applications
by carrying out processes absent in the
operating system.

Database, Storage & Backup Software
Publishing

Projected Revenue (2016): $43.4B
Project Profit (2016): $12.9B
Projected Annual Growth (16-21): 2.8%

This industry develops and distributes database
management, storage, and remote backup
software systems. Some companies also
provide after-sales services in order to assist in
the installation and maintenance of these
systems. IBM is a major player in the industry,
commanding a 4.6% market share. IBM’s
industry brand names include IBM DB2,
InfoSphere and Netezza.

Data Processing & Hosting Services

Projected Revenue (2016): $144.4B
Project Profit (2016): $21.1B
Projected Annual Growth (16-21): 4.8%

Data processing services provide specialized reports
based off information supplied by clients. Hosting services
include web and applications hosting. The company
competes in this industry through its Technology Services
& Cloud Platforms segment (TSC) and Systems division.
TSC provides IT infrastructure services and business
process services. The industry generates over $100B in
revenue a year and has averaged an annual growth rate
of 6.8% in the past five years. Additionally, it’s projected to
grow by 4.8% in the next five years. IBM commands the
largest market share in the industry with 11.3%, ahead of
Hewlett Packard. This amounts to about $2.38B in
revenues for the company.

Business Analytics & Enterprise Software
Publishing

Projected Revenue (2016): $37.9B
Project Profit (2016): $8.6B
Projected Annual Growth (16-21): 4.5%

Companies in this industry develop, market, and
distribute enterprise software focused on Business
Analytics, Customer Relationship Management (CRM),
Business Intelligence and other related software. The
industry generates annual revenue above $30B and is
projected to grow by an annual average growth rate of
4.5% for the next five years. IBM commands 7.5% of
the market, behind SAP SE, Microsoft Corp, Salesforce
and Oracle. IBM earned $2.8 billion in revenue from
this industry and it is expected to grow at an average
annual rate of 0.6%.

Industry Outlook projections sourced from IBIS World Research
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Valuation

Dividend Discount Model
2017 2018 2019 2020 2021
Dividends 5.60 6.10 6.59 6.99 7.37 7.58
Growth Rate 9.00% 8.00% 6.00% 5.50% 2.80%

Discounted Values

Discount Rate 7.51% | IBM has been growing their dividends consistently for 16 years.
Terminal Value 161.06| IBM's revenues decreased due to their transition to their strategic
Intrinsic Value imperatives. We assumed IBM would continue growing their

dividend at 9.0% initially, and have growth level off at a constant
Beta 0 84| rate of 2.8% into perpetuity. We calculated CAPM based on the
Market Risk Premium 6.39% S&P 500 return as the market risk premium, and current 10
Risk Free Rate 2 14% treasury-bill yield as the risk free rate. IBM currently has a beta of

0.84 in relation to the S&P 500. Our intrinsic value from the
dividend discount model shows the current stock price is at a
discount of 10.19%. We expect our return to be higher given the
receipt of dividends over our holding period.

CAPM Expected Return

Select Operating Data

2016 2017 2018 2019 2020 2021
Net Income 11,1135 10,7742 11,1566 116904 122212 124324
Depreciation 1,123.0 1,1843 12553 11,3307 1,410.5 0.0
Net Capital Expenditures (1,500.0) (1,542.1) (1,7954) (1,5254) (1,714.1) (1,000.0)
Changes in Net Working Capital (1,249.0) 1,2458 4116 1,9423 7458 165.8
New Debt 2,135.0 0.0 0.0 0.0 0.0 0.0
Debt Repayment 0.0 0.0 0.0 0.0 0.0 0.0

11,622.5 11,662.2 11,028.1 13,438.0 12,663.3

Discounted Values

Discount Rate 8.01% 10,761.0 9,9974 8,753.1 9,875.3 166,270.2
Terminal value per share $177.70
Intrinsic Value for FCFE 205,656.96
Number of shares 902.9

Intrinsic Value per share $227.78

Our FCFE model shows IBM’s intrinsic value at an amount of $227.78 per share. The current stock price for
IBM is discounted by 40.46% according to our research. We calculated the FCFE from the amounts we
projected for our pro forma financial statements. IBM is a mature company with massive cash flows which
will sustain business operations and dividend payments while they transition to their strategic imperatives.
We expect that 2016 will show similar values to the amounts listed on the third quarter income statement and
balance sheet, because there is only one quarter left in the year. We also assumed that we should increase
the discount rate calculated by CAPM by 0.5% to account for the uncertainty related to their transition. IBM
has consistently increased their dividends for 16 years, but their strategic imperatives are new business
ventures. According to our research and calculations, even with increased uncertainty, there is still a
sufficient margin of safety to call IBM deeply undervalued to the current stock price.
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STUDENT MANAGED INVESTMENT FUND

Management

Ginni Rometty

Chairman, President, and CEO

Ginni Rometty began her career with IBM in 1981 in Detroit. Since then she has
held a series of leadership positions, most recently as senior vice president and
group executive, IBM sales, marketing, and strategy. Earlier she served as senior
vice president, IBM Global Business Services, where she led the successful
integration of PricewaterhouseCoopers Consulting. This acquisition was the
largest in professional services history, creating a global team of more than
100,000 business consultants and services experts.

Martin Schroeter

Senior Vice President and Chief Financial Officer

Martin Schroeter was named Senior Vice President and Chief Financial Officer
on January 1, 2014. He was previously General Manager of IBM Global
Financing, a position he held since April 2011, where he led the world’s largest
captive IT financier with a total asset base in excess of $37 billion and 125,000
customers in 50 countries.Mr. Schroeter also served as IBM Treasurer,
responsible for the company's balance sheet, cash flow, capital structure, interest
rate and currency risk management and treasury operations. He has also held

Dr. John E. Kelly I

Senior Vice President, Cognitive Solutions and IBM Research

As IBM senior vice president, Cognitive Solutions and IBM Research, Dr. John E.
Kelly Il is focused on the company’s investments in several of the fastest-
growing and most strategic parts of the information technology market. His
portfolio includes IBM Analytics, IBM Commerce, IBM Security and IBM Watson,
as well as IBM Research and the company’s Intellectual Property team. He also
oversees the development of units devoted to serving clients in specific
industries, beginning with the April 2015 launch of IBM Watson Health.

Mark Foster

Senior Vice President, Global Business Services IBM

Mark Foster is Senior Vice President, IBM Global Business Services, responsible
for the strategy, client value and business performance of IBM’s consulting,
systems integration, digital agency, business process outsourcing and application
management services businesses across all industries. GBS brings clients the
expertise of more than 100,000 consultants and practitioners creating value at
the intersection of business insight and information technology.

Robert J. LeBlanc

Senior Vice President, Cloud

Robert LeBlanc is Senior Vice President, IBM Cloud. In this role, he has global
responsibility for IBM’s industry leading cloud portfolio of technology and
services, including strategy, product design, offering development, marketing,
sales, and service. Previously, Mr. LeBlanc served as Senior Vice President, IBM
Software and Cloud Solutions Group, managing the strategy, development, and
delivery of IBM’s industry leading middleware and software solutions portfolio.




