Excerpts from analysis of IBM and HP's business results and outlook (June 6, 2006)

ANNEX
BULLETIN

Annex Bulletin 2006-25

Page 1 of 22

June 6, 2006
A CONFIDENTIAL Client Edition

& Click herefor PDF (print) version

password keeper

Trojan Horses Make Awful Pets And Don't
Get Us Started on Worms

Ads by Goooooogle

Safer on-line banking

Beyond two factor authentication Trusted
transaction environments

Advertise on this site

INDUSTRY TRENDS

Updated 6/07/06, 11:50AM PDT, adds Palmisano on quality

IBM and HP Results and Forecast

A Tale of Two Blues

Both Companies Are Doing Well in Business, But Only HP Is
Favored by Wall Street; Big Blue Trying to Change That Now
With Its New "India Opus”

Palmisano on Quality over Quantity

(answeringa question on commoditization at the IB M conference in Bangalore
on June 7, 2006

http://www.djurdjevic.com/Bulletins2006/25 IBM_HP.asp? 6/7/2006



Excerpts from analysis of IBM and HP's business results and outlook (June 6, 2006) Page 2 of 22

SCOTTSDALE, June 6 - Both companies are household names. Both have
been around long enough to have the competitors and the media wondering
"how did they do it for all these decades without burning and crashing?’
Both are doing well in business. Both are about the same size. Both are big
on India. Both have bluelogos. But only oneis singing the blues when it
comes to its stock price - the Big Blue.
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IBM stock still depressed despite

vastly improved fundamentals

Wall Street is still punishing IBM for itsfirst quarter 2005 surprise, while
applauding the moves that HP's new CEO has made to turn his company
around (see above charts). Which iswhy IBM is now trying a different
tune. Enter itsnew "India Opus'...

No longer reticent about its offshoring strategy, Big Blue has grabbed the
Wall Street bull by the horns and dragged it to the land of sacred cows -

http://www.djurdjevic.com/Bulletins2006/25 IBM_HP.asp? 6/7/2006



Excerpts from analysis of IBM and HP's business results and outlook (June 6, 2006)

India. ForthefirsttimeinIBM and Wall Street history, amajor company is
holding atwo-day investor conference in India, a country in which IBM
already has 43,000 employees. And the IBM boss has just told over 10,000
of them in Bangal ore that the company was tripling the company's
investmentsin India, from $2 billion in the last three years, to $6 billion
over the next three, according to a Reuters June 6 report.

"India and other emerging economies are an increasingly important part of
IBM's global success,” Sam Paimisano, IBM's CEO, told over 10,000
employeesin Bangalore, Indias|T hub. "IBM isnot going to missthis
opportunity.”

"There's nothing like being with 10,000 24-year olds to kind of start your
day," Palmisano told afterward some 100 or so financia
analysts gathered at an afternoon session in Bangalore. "l
was there as they got off the buses very early... you can get a
feel for the excitement and the energy.”

The New Y ork Times later reported that IBM India
employees treated their chairman as arock star.

"In the United States, employees would be respectful, but here they are
treating him like arock star,” Michael J. Cannon-Brookes, the Shanghai -
based vice president of business development for Chinaand India, who was
at the event, told the Times.

Just over three months ago, another company invited a small group of
global consultants to another two-day conference in Bangalore, Indias|T
hub (see"HP Thriving in India", Mar 2006). Unlike IBM, however, HP
was much more reticent about what it wanted the public and the investors to
know about its Indian operations. Consultants were told that only alimited
amount of information could be disclosed publicly.

But HP's CEO, Mark Hurd, has been pretty vocal about something else...
the probability that HP surpass IBM this year in terms of total revenues.
Indeed, our 2006 forecasts for the two companies suggest that isin the
cards. But our analysis also concludes that comparing IBM and HP on the
basis of total revenues is an apples-and-oranges comparison.
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IBM vs. HP

Direct competition over only 42% of HF business
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That's because the two companies directly compete across only 42% of HP's
business. If you take away HP's printing and imaging business and the PC
unit (IBM isnot in either of those two markets), the remaining part of the
Palo Alto-based computer conglomerate would be 2.4 times smaller than
IBM in terms of revenues, and 4.6 times in terms of net profit (see above
chart). And even with an apples-and-oranges comparison that would give
HP arevenue edge, Big Blue's 2006 expected net would still edge out HP's
by 1.8 times ($9.9 billion vs. $5.6 hillion - click here for details; also see
"HP Beats the Street,” May 2006).

Weéll, if HPisto close the profitability gap with IBM, perhapsit had better
start talking more loudly about its own quite formidable Indian operations,
especially in Bangalore. After all, the reason HP and so many other IT
companies are on a"passage to India" is not their love of cowsor curry; itis
their quest for higher profits.
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outperform IBM, IT industry’s leader

Meanwhile, the stock market's cool attitude toward IBM is not a recent
development. Nor isit all about the first quarter 2005 disappointment,
though that is the most recent reason the investors are reticent about
embracing Big Blue. Asyou can see from the above chart, the stocks of
other relative newcomersto the I T industry - Microsoft, Dell, Oracle - have
al had a much stronger performance in the last 20 years than did the
industry leader. That HP, the only other "veteran" of 50 year global
computer wars among the industry leaders, is now also distancing itself
from IBM, isonly adding insult to injury.

Will IBM's Bangalore conference reverse that and return the IBM stock on
the growth path? Well, IBM certainly hopes so. And the early indications
are positive. IBM stock is up 0.7% to $79.60 in this morning's (June 6)
early trading even though the Dow is down by 65 points even after
yesterday's big 200-point sell-off.

But "one swallow does not make a spring.” Only a sustained marketing
effort to both Wall Street's research and trading influencers will change Big
Blue'sfortunes in the future. And not just to the "usual suspects” (the big
institutional shareholders, the erstwhile market makers and movers). Also
to the hedge funds and many other smaller investors, especially the overseas
Oones.

"The hedge funds are like pre-adol escents and they are amoving target," the
CEO of one major IT company told thiswriter recently. "There are so
many you can't keep them straight!"

Since the Wall Street obstacles seem so formidable and the mountain IBM
needs to climb so high, can it be done? Of course, it can. Just take alook at
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the job that Harry Y ou, for example, did at BearingPoint in the last 15
months (see "Where Y ou-Turn Means Upturn" May 2006).
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And You did it even without the benefit of published financial statements,
the strong global brand name that IBM commands, not to mention the
strong business results that IBM has been reporting in the last four
quarters.

|BM Business Segments

To see how strong Big Blue's fundamental s have been, and how much this
company has improved in the four years of Sam Palmisano leadership, let's
walk through its various lines of business. First an industry view of Big
Blue...
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IBM 2006 Revenue by Industry
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We expect the two biggest IBM industry sectors - financial services and
small and medium businesses (SMB) - aso to be the fastest growing this
year. Even in 2005, the SMB sector, for example, grew at double the
corporate growth rate (6% vs. 3%), adjusted for PC and currency
tranglations. We expect IBM also to do well in government and distribution

sectorsthis year, asit also did in 2005.

IBM 2006 Revenue Shares

Flat with 2005, but up organically

Services now more than 1/2 of IBN!
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Global Services. That IBM istheindustry leader in global services,
and that this business segment accounts by far for the biggest revenue share,
ought to come as no surprise to the attendees at IBM's Bangalore investor
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conference. But they also saw how IBM Global Services (1GS) growth
dowed and then dwindled as IGS got bigger and bigger.

IBM Global Services Revenues

A $360B segment: Consulting fastest growing, but...
...growth slowing across the board
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In the last five years, even with the PwCC acquisition in 2002, the growth
dropped to half that of the 10-year compound annual increases (8% vs.
16%). Without PwCC, IGS revenues grew inthe low single digits. They
even declined in some quarters.

We have been saying since at least 1993 that a smart CEO will break up
successful businesses into smaller units so as to foster faster growth. We
called it the "amoeba syndrome" - splitting up in order to grow - the way
EDS LesAlberthal, for example, first did it in the early 1990s. And we
repeated that in a 1996 advice to the then Big Blue CEO, Lou Gerstner, who
proceeded to spurn it (see "Break Up IBM!" Mar 1996 and “Louis X1X of
Armonk,” Aug 1996).

In mid-2005, IBM Global Services Revenue

however, 2005- $47 4 billion, up 2.5%
Palmisano

aso - J.f' DL;%S,DEL%CMQ
recognized

that in
services
bigness does 15”15 _
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goodness

(see"IBM Bounces Back," July 2005). On the contrary, (big) size can get
in the way of nimbleness in reacting to customer needs. So he split up IGS
into two parts - Global Technical Services (GTS) and Global Business
Services (GBYS).

It was a bold and creative move, the first time we have seeninthe IT
services industry that a services company took its own medicine. For, we
saw this as a BPO (Business Process Outsourcing)-style break up. The GTS
represents |GS' "back office" operations, while GTS incorporates its "front
office" functions.

Coupled with the sale of the PC business to Lenovo (2005), and the earlier
(2002) disposition of the unprofitable storage operations to Hitachi, it was
clear that IBM was finally putting quality ahead of quantity in its strategic
moves (see " Steady As She Goes," May 2006 and "Quality over Quantity,”
Mar 2005). So we gave Palmisano thumbs up for doing having the vision
and the courage to do the right things for IBM shareholders' long-term
interests.

But it will take more than just splitting it into two partsto revive the IGS
growth. Perhaps some new acquisitions? After all, that's also something
we have been saying for years (see (see “ Save, Spend and Split,” May 2003,
and “Ditto, Ditto! Is Anybody Listening?’, Apr 2004).

IBM Hardware Revenues

Hardware drops due to sale of PC, but non-PC growth 53 i 2005;
Recentralization, virtualization, Linu= - biggest drivers of server revival
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Hardware. If IBM Global Serviceswas Big Blue's biggest success story

of the 1990s, and it was, then the revival of the company's hardware

businesses has to be the greatest IBM turnaround feat of the first decade of

the 21st century.

Asthiswriter said in a recent speech at a conference on innovation in St.

Petersburg, Russia, "the revival process started about four years ago with

the top-of-the-line zSeries mainframes. It spread across other hardware

lines when
IBM put all
of its servers
under one
roof, and
appointed
Bill Zeitler
to head up
the $21
billion-
Systems &
Technology
Group
(STG). Big
Blue never
looked
back."

IBM Systems & Technology

2005: $21B, up 5%, fourth year of growth in a row
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In the last five years, IBM servers, for example, have gained amost 10
points of market share from its competitors. Dell wasthe only other
competitor to gain share during the same period (five points).
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"Wefeel thistrend will continue,” Zeitler told the analysts gathered in
Bangalore. "Our model isto gain one point of systems share per year and
(to) grow STG (hardware) revenue 6% per year," he added.

What is the reason for thisreviva?

Actually, there are three: Recentralization, virtualization and
reintegration — the three trends we identified last year. And all three are
based on openness and Linux support.

IBM zSeries Revenues
Mainframe to grow again in 20067
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All three are customer-driven trends. Zeitler recognized the direction of
the wind and pointed his STG ship downwind. The zSeries or System z,
as IBM now callsit, isthe main beneficiary of the first two trends. The
iSeries or System i profits especially from the third (reintegration).

When we did research for two whitepapersin early 2005 (on zSeries and
I Series), we found out that customers around the world are increasingly
going through “ server consolidations’ in an effort to lower their cost of
ownership. Thefinal result isarecentralization of IT resources. Since
the mainframe offers a unique single image view of theworld, itisa
natural winner in situations like that.

R R ]

Recentralization, e

Virtualization & Reintegration

System 7

System i

Juie 6,26 @ Copyright 19502006 by Anne Ra march Sl 7
Wil b i il jurel i ie.com

This discovery gave birth to our Polarisideain Feb 2005. We said IBM
should rename its mainframes to Polaris. Why? Because Polaris, the
North Star or the Lode Star, that has been used for navigational purposes
for centuries. That's because al other stars appear to rotate around it, as
this photographic image also proves.

We were actually stunned to learn last July that IBM adopted our Polaris
ideain creating its new “z9” mainframe (see "Polaris Eclipses T-Rex," July
2005). That also took open-mindedness
and lateral thinking inherent in the "new
IBM."

Speaking at the IBM Bangalore
conference, Zeitler also showed this
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installed mainframe capacity chart. As

you can see, the "mainframe inventory" has been steadily rising since 2000
to over 10 million units (MIPS) now. The significance of that goes well
beyond the mainframe revenues, which are expected to grow only in the
low single digits. That's because every dollar of mainframe sales drags
along several dollars of software and services, and drops the related profits
to the Big Blue bottom line.

ISeries Revenue Stack

Why iSeries is so important to IBM, bus partners

450 Partners drive 85% of iSeries sales

B Bus Partners [] Other IBM [ iSeries Hardware
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S isere hrdvare

Revenue USEH

$0.0
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The sameistrue of the Systemi. Asyou saw in our last year's report on
IBM servers, "every dollar of an iSeries system sale drags another dollar in
various IBM hardware, software or services revenue," plus another two
dollarsin business partner revenues (see the above chart).
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IBM iSeries Revenues
iSeries to grow again in 20067
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Furthermore, we found out during our research last year that midsize
customers were al so going through “server consolidations’ for much the
same reasons. Since the iSeries offers the lowest cost of ownership in the
midrange market, thanks to its integrated design from way back, it stands
to benefit the most from the reintegration trend. Plus Systemi is more
stable than the Wintel-based servers, customerstold us. Which iswhy
this platform also bounced back in 2005, and is poised for another growth

year in 2006.
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IBM xSeries, pSeries Revenues

pSeries to surge 12% in 2006; xSeries to rise 5%

st D95-2005:

53

58

B x5 eries
O pieries

ooooooooo

51

Bevermes (J5%5 WAL

50

| Sonrrce; Avinex Research |

All IBM servers benefit from virtualization, including the best-
performing system linesin 2005 - the pSeries and the xSeries (see
above).

Furthermore, IBM hardware revenues are receiving a boost from a brand
new source - outsourced R&D - or Engineering & Technical Services
(E&TS), asBig Bluecallsit. E&TS revenues were $582 million in 2005,
up 37% from the year earlier, the fastest growth rate of any IBM product
line.

Zeitler saw "enormous growth" opportunitiesin this "technology
collaboration" arena (which includes E& TS), where IBM expected to
grow at 10% to 12% on a sustained basis. He foresaw a possibility that
IBM may even grow by acquisitions in this market, something that the
company has traditionally not donein the hardware business.

Just as important as its revenue contribution, E& TS gives IBM an
indirect presence in consumer markets - through its customers, such as

Sony,
Microsoft Major IBM Developing Markets
etc. Andas Brazil, China, India and Russia... part of 23% growth rate
we have been
saying since s 41,533
10yearsago | 2 * $1.476

; $1500 —i :‘ H
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(click hereto
see a 1996 chart), it is the consumer markets that represent the best long-

term potential for the IT vendors.

Market Growth 03-05
14%

Source: B (Elix, BOGE)

Source: Globsl Marked view Dita, (T Market Sered by B Soltions, 2006, without PCS | () Cofstant ourmenty

In recent years, three billion peoplein Brazil, China, Indiaand Russia,

among others, have entered the global economy, said Doug Elix, the head

of IBM global saes, at the Bangalore meeting. Thisiswhere IBM
outgrew the market in the last three years by 17% to 14% compounded

annually. Moreimportantly, it outpaced its own 2005 worldwide growth

by 23% to 3% (excluding PCs).
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Furthermore, some people think that the lower labor cost advantage that
these devel oping countries are currently enjoying will go away over time,
Elix opined. "It won't!" he answered his own rhetorical question
emphatically, marshalling the statistics depicted in the above chart in
support of hisbelief. Asthe global labor markets expand and the wages rise
in developing countries, India, China, Russia etc. will still continue to have
an edge over developed countries, such asthe U.S. and Western Europe.

(By the way, one cannot help but notice that Germany, in particular, seems
to be pricing itself right out of the global labor markets).

No wonder that IBM picked India, one of the four major developing
markets (the other three being China, Brazil and Russia), in which to
make its growth scenario pitch. Altogether, developing countries
generated a 23% revenue growth rate in 2005 for Big Blue (excluding the
PC unit), versus a 2% apparent decline when the now discontinued PC
businessis taken into account.

Underpinning all these hardware trendsis IBM’s new openness; its
willingness to accept the "not invented here"-reality of the diverse global
marketplace. Thisis best epitomized by IBM's endorsement and
adoption of Linux acrossits hardware platforms. No wonder Linux is
outpacing Wintel demand by about 4-to-1.
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IBM Software Revenue
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Software. Which brings usto IBM Software, the company's most
profitable unit. 1n 2005, software revenues grew by 4.4% to $15.8
billion. Wefigure that in 2006, they would grow by 5.5% to $16.6
billion.

IBM Software $16.9B per this chart
2005 Revenue = $15.8 Billion )
Software Services/Other

Branded Middleware $0.8B +19%, +18% YTY @ CC
$8.0B +9%, +9% YTY @ CC * Lab Software Services

* WebSphere

* Information Mgmt.
* Lotus / WPLC

* Tivoli

* Rational

Operating Systems

Other Middleware $2.48 -2%,-3% YTY@CC

$4.6B -1%,-2% YTY @ CC PLM (DassAault) * System Software
" Host Tools & Compilers $1.1B +3%, +3% YTY @ CC
* Comm. Servers * Computer-aided design and
* Printer / Storage manufacturing software
il S g B Source: IBM (Mills, 6/07/06)

Steve Mills, the head of IBM software, said that the top (blue) portion of the
above pie chart represents the high growth areas, while the bottom part are
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the low growth activities. "What we have been working on over the course
of many yearsis changing this mix... to build up the upper blue part of the
pie" in order to deliver the 6% target growth rate.

To thisend, IBM has acquired over 50 companiesin the last 10 years, 11 of
them in 2005, Mills said.

IBM Software
% Revenue by Geography

North America Latin America
(6,600 Sales/Tech Support) (600 Sales/Tech Support)

. Asia Pacific
Europe (3,200 Sales/Tech Support)
(5,900 Sales(Tech Support) <o 1B (ills, 5/07/06)

These acquisitions supplement the work of nearly 50,000 IBM software
employees worldwide, with 16,300 of them in sales and technical support
functions (see above chart).

From the IBM shareholders' point of view, however, this unit's most
redeeming virtue isits high profitability. With pretax margins of over

31% and
pretax profit of IBM 2006 Pretax Profit
Lnﬂre than $5 PC/Lenovo sale to help pretaz profit margins
illion,
software 0 31.5% Forecast!
towersover al | g #1
other IBM & 40
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profit of about

$3.4 billion. And, according to ajust-published Motley Fool analysis, the
unit would be worth $67 billion if priced relative to the price/earnings ratios
of itsrivals.

|BM: Undervalued Stock

In fact, when all four major IBM business units are evaluated using
comparable price/earnings ratios to those of their major competitors, the
company's current price may be at least 20% below itsfair market value.

IBM 2006 Market Value
Total $152B or $98 per share
800 $67.0
—. H0a —————7
E
o SE0.0 $47.0
2o f———a
5 500
% l
3o $19.5 $18.5
= 200 — ]
100 F | [ | |
200 L il I 7 | 7 | 7
SErvices Software
Hardware Financtng
| Sourree: &rmex Research (based on Motley Fool, BI05/0E) |

Here's an excerpt from yesterday's Motley Fool analysis that makes that
point:

Based on the sum of Global Services ($47 billion), Systems &
Technology ($19.5 billion), Software ($67 billion), and Global Finance
($18.5 billion), IBM isworth $152 billion. That is $98 per share based on
the 1.55 billion shares outstanding. Also, the assumption of 3% EPS
growth is actually lower than analyst estimates of mid- to high-single
digits. If the company could sustain 8% EPS growth over the next five
years, the value would be significantly higher than $100 per share.

At the current price of $80 per share, IBM istrading at 15.5 timestrailing
earnings. For a blue chip, that isagreat deal. Of course, there are
concerns over pension liability and growth potential, but with the stock
trading at an approximately 20% discount relative to competing
companies, its valuation is cheap enough to mitigate those concerns.

(An excerpt from "IBM: Big Value at Big Blue," Motley Fool, 6/05/06)
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Summary

So thereisindeed alot of value hidden under the covers of the Big Blue
logo. After all the shouting and singing in IBM's "India Opus" is over, the
company is clearly hoping that Wall Street's attention and focus on IBM's
growth markets and strategies will eventually pay off in stock upgrades.
That may be a hard goal to achieve right now, amid the year's biggest
overall market sell-off, but patient investors may be richly rewarded when
all the shouting about the higher interest rates dies down on Wall Street.
After al, that's hardly new news.

Meanwhile, the IBM Cash Flow
IBM cash flow

continues to
soar after the
company -3%
dumped some of

its unprofitable

units. It has

been around $15

billion for the coo A _I _I _I q
last three years. I‘I il il I

. 50,0
Meanwhile, 1999 2001 2003 2005

Indiawill 2000 2002 2004
continue to | Sonrrce; Arnex Research |

prosper asthe
"world's help desk," and will eventually collect enough foreign investments
to start making some of its own. When that time comes, its consumer
market especially will have as much as appeal as Chinds aready has today.

Cash flow surges after IBM dumps unprofitable units

0.0

6%

0.0

B Cashilow
O Buybacks

£0.0

Pretax Profit (US$ Bill)

Meanwhile, Russiawill continue to be the world's biggest exporter of
natural resources and a home to the greatest pool of high-level engineering
and IT talent at reasonable rates. And the price of oil isn't going to come
down any time soon, if at all.

Meanwhile, Brazil is aready reaching a stage of arespectable big foreign
customer, and not just a place in which to locate low-cost devel opment
centers.

Meanwhile, IBM is present and very activein al four of these burgeoning
markets whereit is already growing at 23% per year. Wherever the current
Wall Street ups and downs may end up, these four are just some of Big
Blue's strengths that will sustain its growth for some time to come (at 10%
to 12% annually in terms of EPS, according to Mark Loughridge, IBM

http://www.djurdjevic.com/Bulletins2006/25 IBM_HP.asp? 6/7/2006



Excerpts from analysis of IBM and HP's business results and outlook (June 6, 2006) Page 22 of 22

CFO).
The investors who prefer to hold on to old grudges instead of accepting

these business realities may aso end up holding the bag whenitisall said
and done. But then, "one man'slossis another man'sgain." C'est lavie.

For detailed tables, click on IBM vs. HP 2006 forecast; IBM
busi ness segments 2000-2005, and IBM History 1912-2005 (chart);
IBM History 1912-2005 (table)

Happy bargain hunting
Bob Djandjevic
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