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clients on this journey. We brought additional new innovations to
the market in 2019 including: the financial services public cloud,
z15 and high-end storage and we have a leadership position in
quantum computing. With these innovations, we built momentum
for growth in 2020.

At the time of our fourth-quarter earnings report, analysts’
estimates of our revenue growth were approximately 3 percent
for 2020, which we stated was reasonable. This includes about
a 1 point impact from businesses divested in 2019, and January
17, 2020 expectations for currency translation. This also includes
an expectation of an improving trend in GTS, predominantly in the
second half of 2020. We also expect to expand GAAP and operating
(non-GAAP) gross margins and pre-tax income will include impacts
from significant structural actions in 2020, primarily in our GTS
business as we shift toward a more asset-based model to create
amore competitive, flexible structure.

At constant currency, we expect accelerated growth of about
0.5 points from the fourth-quarter 2019 revenue growth rates
to first-quarter 2020. At January 17, 2020 spot rates, we expect
currency to be a headwind to first-quarter revenue growth of
about 1.0 to 1.5 points, as compared to a headwind of 0.6 points
in the fourth quarter of 2019.

Consistent with the acquisition of a highly profitable software
business, non-cash purchase accounting adjustments resulted in
the Red Hat acquisition being dilutive to full-year 2019 earnings
per share. In an acquisition, U.S. GAAP requires a company
to record all assets acquired and liabilities assumed at the
acquisition date fair value. This includes the acquired deferred
revenue balance. This resulted in a non-cash adjustment of
$2.2 billion to the acquired deferred revenue balance and
resulted in a reduction to reported revenue post-closing. The
level of adjustment reflects the high margin profile of Red Hat’s
subscription-based business. While there will be continued
impact in 2020 from the deferred revenue adjustment from the
Red Hat purchase accounting, it will largely be in the first half and
lessen throughout the year.

Overall, we expect GAAP earnings per share from continuing
operations for 2020 to be at least $10.57. Excluding
acquisition-related charges of $1.70 per share, non-operating
retirement-related items of $1.02 per share and tax reform
enactment impacts of $0.06 per share, operating (non-GAAP)
earnings per share is expected to be at least $13.35. For the
first quarter of 2020, we expect GAAP earnings per share from
continuing operations to be 12 to 13 percent of the full-year
expectation and operating (non-GAAP) earnings per share to
be approximately 14 to 15 percent of the respective full-year
expectation. This reflects typical seasonality of IBM’s operations,
and the impact of the Red Hat deferred revenue purchase
accounting adjustment.

We expect free cash flow to be approximately $12.5 billion in
2020. This includes contribution from Red Hat combined with
incremental software and services synergy profits and net
of incremental interest to finance the transaction and other
acquisition-related charges. Free cash flow expectations reflect
expected operational profit performance, partially offset by
headwinds in capital expenditures and cash tax.

For full-year 2020, we expect the GAAP effective tax rate to
be approximately 3 to 6 percent, including an estimate for
potential discrete tax events (discretes). We expect the operating
(non-GAAP) tax rate for 2020 to be approximately 7 to 9 percent,
including an estimate of potential discretes. We expect a
discrete tax benefit in the first quarter of 2020. Together with
the expected structural actions described above, we anticipate
that these two items will be approximately neutral to the first-
quarter and full-year 2020 earnings per share. Discretes by their
nature are difficult to estimate and the actual impacts will be
recorded as the discrete events occur. The rates will change year
to year based on discrete tax events, such as the settlement of
income tax audits and changes in tax laws, as well as recurring
factors including the geographic mix of income before taxes,
state and local taxes and the effects of various global income
tax strategies. The GAAP effective tax rate could also be affected
by adjustments to the previously recorded charges for U.S. tax
reform attributable to any changes in law, new regulations and
guidance, audit adjustments, among others.

The Red Hat acquisition was funded through a combination of
cash and debt, with the incremental debt issued in the first half of
2019. We will continue with a disciplined financial policy and are
committed to maintaining strong investment-grade credit ratings.
Since the end of the second quarter of 2019, we reduced our debt
balance by $10.1 billion. We are continuing to target a leverage
profile consistent with a mid to high single A credit rating within
acouple years, while maintaining our solid and growing dividend.
We suspended our share repurchase program at the close of the
acquisition to direct our free cash flow towards reducing debt
levels. The combination of these actions provides us with the
flexibility to invest in the business going forward.

Beginning in the second quarter of 2019 and continuing
throughout the year, IBM’s Global Financing business wound
down the portion of its commercial financing operations
which provides short-term working capital solutions for OEM
information technology suppliers, distributors and resellers.
This was consistent with our capital allocation strategy and
high-value focus. IBM Global Financing will continue to provide
differentiated end-to-end financing solutions, including
commercial financing in support of IBM partner relationships.

We expect 2020 pre-tax retirement-related plan cost to be
approximately $2.7 billion, an increase of approximately $600
million compared to 2019. This estimate reflects current
pension plan assumptions at December 31, 2019. Within total
retirement-related plan cost, operating retirement-related plan
cost is expected to be approximately $1.5 billion, approximately
flat versus 2019. Non-operating retirement-related plan cost
is expected to be approximately $1.2 billion, an increase of
approximately $600 million compared to 2019, primarily driven
by lower income from expected return on assets. Contributions
for all retirement-related plans are expected to be approximately
$2.3 billion in 2020, an increase of approximately $100 million
compared to 2019.

Liquidity and Capital Resources

The company has consistently generated strong cash flow
from operations, providing a source of funds ranging between
$14.8 billion and $16.7 billion per year over the past three years.
The company provides for additional liquidity through several
sources: maintaining an adequate cash balance, access to
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global funding sources, committed global credit facilities and
other committed and uncommitted lines of credit worldwide.
The following table provides a summary of the major sources of
liquidity for the years ended December 31, 2017 through 2019.

Cash Flow and Liquidity Trends

($in billions)

2019 2018 2017

Net cash from
operating activities $14.8 $15.2 $16.7

Cash, restricted cash and
short-term marketable

securities $ 9.0 $12.2 $12.8
Committed global
credit facilities $15.3 $15.3 $15.3

On July 9, 2019, we closed the acquisition of Red Hat for cash
consideration of $34.8 billion. The transaction was funded
through a combination of cash on hand and proceeds from debt
issuances. In order to reduce this debt and return to target
leverage ratios within a couple of years, we suspended our
share repurchase program at the time of the Red Hat acquisition
closing. In the second half of 2019, we reduced debt levels by
$10.1 billion. Refer to note P, “Borrowings,” for additional details
of financing this transaction.

The indenture governing our debt securities and our various
credit facilities each contain significant covenants which
obligate the company to promptly pay principal and interest,
limit the aggregate amount of secured indebtedness and sale and
leaseback transactions to 10 percent of IBM’s consolidated net
tangible assets, and restrict our ability to merge or consolidate
unless certain conditions are met. The credit facilities also
include a covenant on our consolidated net interest expense
ratio, which cannot be less than 2.20 to 1.0, as well as a cross
default provision with respect to other defaulted indebtedness
of at least $500 million.

We are in compliance with all of our significant debt covenants
and provide periodic certification to our lenders. The failure to
comply with debt covenants could constitute an event of default
with respect to our debt to which such provisions apply. If certain
events of default were to occur, the principal and interest on
the debt to which such event of default applied would become
immediately due and payable.

We do not have “ratings trigger” provisions in our debt covenants
or documentation, which would allow the holders to declare an
event of default and seek to accelerate payments thereunder in
the event of a change in credit rating. Our contractual agreements
governing derivative instruments contain standard market clauses
which can trigger the termination of the agreement if IBM’s credit
rating were to fall below investment grade. At December 31,
2019, the fair value of those instruments that were in a liability
position was $673 million, before any applicable netting, and this
position is subject to fluctuations in fair value period to period
based on the level of the company’s outstanding instruments and
market conditions. We have no other contractual arrangements
that, in the event of a change in credit rating, would result in a
material adverse effect on our financial position or liquidity.

The major ratings agencies ratings on our debt securities at
December 31, 2019 were as follows:

Moody’s

Standard Investors

IBM and IBM Credit Ratings and Poor’s Service
Senior long-term debt A A2
Commercial paper A-1  Prime-1

After closing the Red Hat transaction, Moody’s, as expected,
downgraded IBM and IBM Credit LLC’s long-term debt rating from
Al to A2 and improved its outlook to stable. We deleveraged
during the second half of 2019 and remain committed to a target
leverage profile consistent with a mid to high single A credit rating
within a couple of years.

In July 2017, the UK’s Financial Conduct Authority, which
regulates the London Interbank Offered Rate (LIBOR), announced
that it intends to phase out LIBOR by the end of 2021. Various
central bank committees and working groups continue to discuss
replacement of benchmark rates, the process for amending
existing LIBOR-based contracts, and the potential economic
impacts of different alternatives. The Alternative Reference Rates
Committee has identified the Secured Overnight Financing Rate
(SOFR) as its preferred alternative rate for USD LIBOR. SOFR is
ameasure of the cost of borrowing cash overnight, collateralized
by U.S. Treasury securities, and is based on directly observable
U.S. Treasury-backed repurchase transactions. We are evaluating
the potential impact of the replacement of the LIBOR benchmark
interest rate, including risk management, internal operational
readiness and monitoring the FASB standard-setting process to
address financial reporting issues that might arise in connection
with transition from LIBOR to a new benchmark rate.

We prepare our Consolidated Statement of Cash Flows in
accordance with applicable accounting standards for cash
flow presentation on page 71 and highlight causes and events
underlying sources and uses of cash in that format on page 45.
For the purpose of running its business, IBM manages, monitors
and analyzes cash flows in a different format.

Management uses free cash flow as a measure to evaluate
its operating results, plan share repurchase levels, strategic
investments and assess its ability and need to incur and service
debt. The entire free cash flow amount is not necessarily available
for discretionary expenditures. We define free cash flow as net
cash from operating activities less the change in Global Financing
receivables and net capital expenditures, including the investment
in software. A key objective of the Global Financing business is to
generate strong returns on equity, and increasing receivables is
the basis for growth. Accordingly, management considers Global
Financing receivables as a profit-generating investment, not as
working capital that should be minimized for efficiency. Therefore,
management includes presentations of both free cash flow and
net cash from operating activities that exclude the effect of Global
Financing receivables. Free cash flow guidance is derived using
an estimate of profit, working capital and operational cash flows.
Since we view Global Financing receivables as a profit-generating
investment which we seek to maximize, it is not considered when
formulating guidance for free cash flow. As a result, we do not
estimate a GAAP Net Cash from Operations expectation metric.



