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PHIL WINSLOW:  Good morning.  I'm Phil Winslow, Global Head of Software here at Credit Suisse.  I apologize for the lack of voice this morning, but very happy to have Microsoft do the kick off keynote for the second day of the conference.  I hope you all had a great first day.  The second day lineup here is equally as good.

And kicking off the day, like I said, Microsoft, Dennis Durkin, the Chief Financial Officer, and Chief Operating Officer of the Interactive Entertainment Business.  And the way this keynote will work is, Dennis is going to come up and speak for about 20-25 minutes, and show you some pretty interesting videos and slides.  And then we're, the two of us, going to sit down for Q&A.  So, with that, I'll invite Dennis up to the stage.

DENNIS DURKIN:  Thank you.

Thanks, Phil.  Thanks CSFB for having us here today.  We're very honored to be here, a coveted 7:45 a.m. slot on day two.  So, thank you for that.
I'm Dennis Durkin.  I'm the COO and CFO for our Interactive Entertainment Business.  For those of you that are investors in Microsoft, you know we're inside our entertainment and devices division.  We're about 10 to 15 percent of Microsoft's revenue.  We have our Xbox business, our Zune business, and our Media Room business inside of our division.

I've been at the company for 11 years, joined in 1999.  I did about six years, six-and-a-half years in our corporate development group.  I've been in the IEB business for the last four-and-a-half years.

So, I'm very excited to be here today.  It's a very exciting time for our business, and I'm excited to share some of the points about it.  If you'd spend a minute reading our disclaimer from our legal team, and IR team, I would appreciate it.  Obviously, there may be some forward-looking statements in today's address, so just beware of that.  But we'll be excited to share with you some of the momentum that we do have in our business.  I'm going to spend some time talking to you about the principles that we have in our business.

Don Mattrick came and joined our business three years ago as the leader of that.  He's been in our industry for 25 years, kind of one of the leaders in the gaming industry for a long time.  And I want to talk about how we've changed the culture inside of our Interactive Entertainment Business.

And then I'm going to talk about our different lines of business.  Our console, our first party software, and third party software, our Live business, and then most importantly Kinect, and how Kinect changes our business both this year and in the future.

So, the first thing I want to talk about is three years ago when Don came in, just if you can kind of take yourself back, the 360 was in the market for a little over a year at that point in time.  The Wii had launched.  So, we were not profitable.  We had been in the business seven years, and we're now in our tenth year this year.  We did a lot of soul-searching in terms of where we wanted to take the business.

And although we had a rich history of innovation in our business, we hadn't had a real rich history of profit.  And so we really wanted to change the culture within our business to have a culture of innovation and profit.  Obviously, innovation without profit is not sustainable.  So, we really wanted to focus on making sure that our business has been profitable, and is growing profitability over time.  And that's not only just for us and for Microsoft and our shareholders, but also for our partners.

As a platform business, it's imperative for us to be driving ecosystem value for our platform partners.  Ultimately, long-term, that is where we're going to have huge differentiation from our competition.  We've seen that over time, where our third party partners monetize better on our platform, whether that's at retail or in our Live service.

We really invested around three macro-themes in our business over the course of that time, and almost everything we spent money on was against these three themes.  The first one is, unique content and investment.  As a platform company, people make platform choices based on the unique content that they can find on your platform.  So, for us that means first party investments in things like Halo, Fable, Gears of War, other titles that you can't find anywhere else.  We want to make those things unique.  We want to make them better than you can find on other platforms.

But it also means third party titles that may be cross-platform are also better on our platform.  So, we work with our third party community to make sure that they're optimizing their games, and their experiences for our platform, and monetizing it better than we could on other places.  And also in new media categories with things like ESPN, and things like Netflix, where, again, they are cross-platform media properties, but we think they're the best on our platform, whether it's in quality with discoverability, or now with Kinect in terms of interaction.  So, that's key for us.

We've also invested for eight years.  We've been a leader in Live and social.  We launched our Xbox Live network in 2002.  We now have more than 25 million members in our Xbox Live community - so, a very, very vibrant community.  These are connected living rooms.  So, we have 25 million people who now can experience entertainment with their friends and family regardless of whether they're in the same place, or halfway across the world.  This is a very important aspect for us, an important trend.  People like to have entertainment and to share their entertainment experiences with their friends and family, and our system, basically, and everything that we do helps enable those scenarios.

And then, lastly, approachability and simplicity.  You know, our category has gotten very good at creating fast twitch experiences, controller-based experiences, several joysticks, working a bunch of buttons at the same time.  And that's great for certain aspects of games, and for Halos, Call of Duties, and a lot of the triple A games, those are unbelievable experiences from a controller perspective, but they're also somewhat exclusionary to a lot of the other market, and a lot of other populations who don't have the time to invest in learning how to interact with those systems.  So, bringing down approachability barriers to make sure that we can broaden our market and sell to a wider audience has been a key foundational element.

We've seen in other technology markets, when you bring down the barrier to accessibility, whether it's with the mouse and graphical user interface, or whether it's with touch on mobile devices, you can expand your market greatly, and we think that will lead to broader market penetration for our products in the living room.  So, it's a combination of these three things that we've really invested in over the course of the last three years, and it's really driven us to where we are with Kinect today.  So, it's been a good three years for us.  We've had nice stair steps in terms of growth every year sequentially getting bigger than the previous year, and this year is going to be our biggest year ever.

Finally, I have to say, we're looking to invest to win.  We're not in this business to be second place, or third place.  We're in it to win.  We're in it to be the leader in the living room.  And I think with the pieces that we have today now in our hardware platform, in our Live ecosystem, and now with Kinect, and the new input paradigm that you have with Kinect, we think we have a real opportunity to have a five to ten-year major growth spurt within our business and space.

So, that three-year investment has kind of proven to lead to up to our biggest year ever in the business.  You can see we've never before had this quality of games and experiences across our platform.  We've never had this breadth and depth of experience.  So, it all translates into a very, very big year, and an important year for us.

We've historically done very, very well on the left hand side of this chart, which is the traditional core triple-A games, but when you look at the right hand side of the chart, and the new experiences that we're bringing to market for new audiences, this is really core to our expansion and core to our growth as we think about it over the next couple of years, so a very, very exciting year for us.

I'll walk through now some of the components of our business.  Obviously, our business leads with hardware, and having great hardware that people enjoy having and pleasing to the eye is very important.  We launched, for those of you that follow our space, at E3 this year, which is our major consumer trade show in Los Angeles in June.  Don Mattrick unveiled our new Xbox 360, which you see here, smaller, quieter, Wi-Fi built in, and we've really had tremendous momentum with our new product since it launched in June.  We actually sold it into the channel the very next day.  So, it was very nice to get all the manufacturing done, bring it all the way through and have it waiting in our distribution centers without anyone knowing about it.

So, it was a very, very strong launch.  We had our best Q1 ever.  As it related to console, we're up 38 percent year over year.  We now have over a 45-million unit console install base, and we've been the number one console in both the U.S. and EMEA for the last five months, so very, very strong momentum for our console business.

I mentioned we're known for our triple-A gaming experiences, and this year has been the best year ever if you're a triple-A gamer to have amazing and immersive experiences.  Halo, which is our first party IP, wholly owned by Microsoft and developed by Microsoft, launched in September.  Halo Reach was the fourth in the series of our Halo universe, again, the biggest launch in entertainment at that point throughout the year.  So, it's very, very nice to have great first-party IP, helps drive platform adoption and also drives nice profitability for our business.

Fable 3 came in October, another great franchise from our internal studios, our Lion Head Studio in the UK, another multi-million-unit seller and continued on the sort of momentum that we had, heading into holiday.  And then of course, Call of Duty, which came in early November, set records in terms of first week sales, more than $650 million of sales, a significant percentage of that is on our platform.

We've really worked with Activision to make this game great for our platform.  We think we have the best gaming experience for Call of Duty on our platform.  And not only that, we also have exclusive downloadable content, so that it will show up first on our platform.  So, again, making sure that we have great hardware and that we have unbelievable triple-A experiences on our platform, the Xbox 360 is a place for that.

Let's spend a few minutes talking about Xbox Live.  I mentioned earlier that we've been ‑‑ we were an early investor in the social phenomenon, and bringing people together for shared social experiences.  We now have over 25 million members in our Xbox Live social community.  So, it's really, really valuable and important asset for us.  I think some of our competitors have not had the same kind of engagement with their systems that we've had, whether that's Sony or Nintendo.   I think over time you end up losing that customer and for us engagement is really, really important.  And we've helped drive that engagement through new content partnerships.

So, those of you that follow our space, you may remember back in 2008, two years ago in November, when for the first time in history we updated ‑‑ the first time in any console's lifecycle we had a massive re-start of our user interface.  We totally redid our user interface, made it more graphical, more feature-rich, more visually satisfying.  We introduced Avatars, which you saw my Avatar in the first slide of this deck to give people more identity within the system.  It was very, very well received by consumers, made it easier for them to find the media that they cared about.  We launched Netflix, at that point.  We were the first to launch with Netflix and have had tremendous uptake of new content and new usage beyond gaming.

So, what was solely a gaming platform has now evolved into a new media platform.  And with that we've seen very strong engagement in the U.S., our gold members, so the business ‑‑ for those of you that are familiar with the business you know that our Live business has a subscription tier, it has a transaction tier, and then there's also advertising within that business.  Of our 25 million members, about half of them are subscribers for the business and pay us about $60 a year for that.  So, it's a very, very large business for us and for our partners.  And a very, very engaged audience, as you can see, in the U.S., with gold members being on our service for more than three hours a day.

Also, amazingly, coming back to the stat that I just talked about, we're spending a lot of time outside of gaming.  So, the gaming business is growing and people are still engaged.  The core audience is still engaged in gaming.  But, people are spending more time in other applications, these other entertainment applications outside of gaming.  So, this usage in the home is growing and the social awareness is really growing.  And so it's great for our platform.  It's great for our gaming partners, and it's great for our new media partners, because they're able to do new things that they couldn't do before.

You see a couple of other names here up on the chart, ESPN is now launching in the U.S. with us.  It launched just this past month.  So, again, bringing new content to our platform more than 3,500 live sporting events on an annual basis, daily highlights, so a great and rich way to enjoy ESPN with your friends in the setting that you care about in your living room.

I want to highlight two other things here, Canal Plus and Facebook ‑‑ I'm sorry, Canal Plus and BSkyB, for those of you that may cover some of the international markets you know, obviously, about BSkyB, the number one premium pay television provider in the UK, Canal Plus, again, a leading provider in France.  What we've done with these and this is really what I think the future of entertainment is, is bringing the linear content and live TV feeds that they have, that they're sending out over IP, into our Xbox Live network.  So, now you can think about it, you have what's been your EPG, which hasn't really evolved all that much in the past 25 years, is now overlaid with your social friends network inside the UK and inside of France.

So, now on Saturday, if I'm sitting on my couch in the UK and Chelsea is playing Manchester United, I can go into my Xbox Live interface, I can see what my friends are watching, and I can invite them in to have a shared experience around a game, or a television show, or a movie, in the same way that I would have done that to have a gaming experience.  So, again, using this infrastructure to provide new entertainment experiences for our partners, and to provide unique things that our partners can't provide, things that they can't get from their set top box, or from other things.  So, this is a really valuable aspect to it.

I mentioned earlier about the sort of revenue streams within this business, subscriptions, transactions, and advertising, the transactions business in this is very, very strong.  We mentioned earlier this year that our digital transaction business is bigger than our subscription business, which is quite a large business.  So, it's a great opportunity for our media partners to stay connected with their customers and to sell them goods that they care about in their home.  So, whether that's game add-ons, whether that's movies, whether that's music, whether that's clothing for their Avatars, it's a very big business.  We share most of that revenue with our partners.  It's a great distribution channel for our partners, and a great means for our partners to learn more about their customer and learn how they're using the content that the care about.

So, that's our business.  It's great hardware, amazing, and rich experiences from a gaming perspective, connected friends and social networks within it, and new media that we bring in.  And that's all before Kinect.

So, now you add Kinect into that ecosystem and you have a totally new way to interact with the content that you care about and the friends that you care about.  This Kinect sensor that you see here today, we obviously launched it globally in the last month.  We'll talk a little bit more about that in a few minutes.  This is a product that really only a company like Microsoft could build.  It has amazing technical depth and the computer science problems that have been solved in order to bring this to market are non-trivial.

We leveraged the greater Microsoft to bring this product to market, whether it was our core research team, Microsoft has one of the largest non-governmental, non-academic research labs in the world.  So, we had Ph.D.s solving really, really hard technical problems around 3d input, and other skeletal tracking and other things.  So, it was a huge collaboration internally at Microsoft to bring us to market from that team.  We also leveraged our voice team to do all the voice recognition work.

So, now you, without anything in your hand, no controller, no remote, you are the controller, you can control those media experiences that you care about.  So, it's really, really important technology for us.  For those of that are here, there is a sensor outside and a system set up outside.  I'd encourage you to take a chance out there to experience it, because it is ‑‑ it's one of those things where you can explain it to people, but the first time they experience it there's delight on their face, and it really captures their attention.

So, Kinect is more than just about great games.  So, I'll talk in a minute about the great games lineup that we have for Kinect, but Kinect brings new things to your entertainment experiences.  I talked a minute ago about ESPN.  Imagine you're now sitting on your couch on a Saturday afternoon, which I occasionally do, and you're engaged in watching a bunch of sports.  I now can, without a controller, without a remote, without anything, simply with my voice, I can control the entire experience just by saying Xbox ESPN, Xbox Live Events, and I can change amongst ‑‑ essentially change the stream that I'm focused in on, so, amazing, amazing ability to interact with content simply through this sensor and simply through the voice interface.  You can also do that with gestures.  You can do it for other media.  You can pause streams.  Xbox Pause, Xbox Rewind, so in terms of features and functionality you can actually use as you're in your living room trying to enable different media opportunities for you and your family.

Then the last one is, communications.  We've seen obviously rich communications amongst our Live members for years.  In that world you had to put on a headset in order to do it, which is still kind of a geeky scenario.  It also takes you out of your living room.  You're not connected with the friends who are in your living room.  So, you're kind of isolated.

With Kinect, you no longer have to do that.  The technology we have in Kinect has an RGB camera, it has a 3D sensor, and it has a set of array microphones, so that now you have an entire system where you can communicate with anyone else's living room together without any other gadgetry.  So, very, very powerful scenario for connecting homes.

We were just at Thanksgiving.  We had a bunch of people over, and we were able to connect, Video Kinect with our friends in London.  And we've got living room-to-living room ten people on each side having a great social experience over the holiday.  So, very, very powerful scenarios, and one that a lot of our partners are taking advantage of.

We obviously couldn't have gotten here without great developer support.  I mentioned earlier critical to our success is making sure that our developers are successful, and that our developers are making money.  More than two years ago, we went out on the road to evangelize to our development partners about what we were bringing to market.  And we have what I believe is the best launch lineup that anyone has ever seen in a console cycle.  More than 17 titles in time for holiday this year.  Great titles in sports and fitness, and dance, and adventure, and other categories, four of which are from our first party studios, so our first party studios really pulled their weight.  But, again, great developer support, and great developer mind share in terms of bringing products to the market for Kinect.

We also couldn't have done it without amazing retail support.  I mentioned E3 earlier, and E3 is largely a consumer gaming show, but we used that opportunity to educate and partner with our retail teams to showcase how this product should be sold at retail.  And I think as you walk into stores this holiday, you'll really see how great the point of presence materials are, how great the in-store demos are, and we've really worked with our retail partners to make sure that is a great experience, and we're communicating all of the value that's inside this technology to consumers, because we find that once consumers try it, they really like it, and they become our advocates.

We spent a bunch of time also with consumers on a road show basically from June of this year, where we went to malls and stadiums, and other places with almost like small RVs that were set up for Kinect.  And we could bring through, we literally brought through over 100,000 people to experience Kinect, and to experience the various things that you can do with Kinect, and then share that out with friends.  So, obviously you can share with Kinect videos and pictures of the activities you're doing.  It's very simple to do that with Facebook and other means.  So, it's a great viral technique to build support for our platform.

So, great developer support, great retail support, and a great marketing plan.  This year we're obviously trying to reach a new customer than we've reached historically, and that requires broader marketing support than just the traditional marketing channels that we've leveraged in the past.  So, things like we were on Oprah, we were on the Ellen show.  So, new places where audiences we wouldn't have been able to touch before, but because of the experiences that we're bringing with Kinect, we're able to reach out to these new audiences in new ways.

We also have new distribution channels, because Kinect is so unique, and different, and new, a lot of companies want to partner with us around it.  And were getting a lot of leverage from the dollars they're spending to promote different products with that, Kellogg's, Adidas, or Bose, and Macy's are doing in-store promotions.  So really branching out in new ways to find new customer and bring them into our ecosystem.  And it's not just a U.S. phenomenon either, it's a global phenomenon.

So, it's really been a combination of great technology, great developer support, great retail support, and a solid marketing plan which got us through to launch.  So, we're very excited about it.  We have a video here that I would like to show you about the sequence, basically, leading up to launch, and the events that we had at launch.  So, if you could roll that video, I would appreciate it.  Thanks.

(Video segment.)

So, it's been a busy month for us.  It's been a lot of fun.  We had, obviously, the Times Square takeover there in New York, which you saw.  Subsequent launch events across Europe the following week, and then Asia in November 18th to 20th.  So now, as you can see from that video, we're a global business.  We're now in more than 38 countries, and 55,000 or so retail locations.  So, amazingly broad distribution in such a short period of time.

Reaction from the media has been very strong.  The reviews have been great.  You can see some of them here.  What we have is something that's new and innovative, and it's really reaching the minds of a lot of different audiences.  So, it's nice to get the media reviews.  But, even more importantly, it's great to get the consumer feedback, and the consumer validation that they really are enjoying what we built.

We've seen it in consumer-testing for all the time that we've been building this product.  It's probably the most consumer-tested product we've ever had inside of our business.  So, we've been cautiously optimistic about the consumer reaction, having seen so many people come through and trial the experiences, and the joy that they end up having when they first experience it.

[bookmark: _GoBack]And it's really proven its way out in terms of the consumer reviews, and sales.  You can see here in terms of Amazon, there's more than 300 reviews within the Amazon ecosystem.  The best part about it, I've read all of them ‑‑ the best part about it is that almost 90 percent of them are four or five-star rated.  And when you go through those, you realize that we are touching a bunch of new audiences.  We've brought a lot of new people to the platform.  But also the core audience, which a lot of people thought was going to be skeptical of this new technology, is actually embracing it as well.  So, it's nice to see the breadth and depth of the new people that are coming to our platform.

And, it's showing up in the sales momentum.  We announced before launch on November 4th that we were raising our guidance for this quarter from three million units to five million units globally.  We, last week, had our biggest Black Friday in history, in our Xbox history, and we had the biggest Black Friday week in our history.  As you know, a lot of the promotions and Black Friday ended up stretching throughout the week.  

So, it's nice to have both of those as validation points for what we're doing.  And we announced on Monday of this week that we've now sold through to consumers, so, in the hands of consumers there are more than 2.5 million sensors globally.  So, it was an amazing launch, amazing momentum, and it's something we're very, very excited about, still very committed to our 5 million number for the holiday, well on path for that.  And so we're very pleased with the initial start to it.

With that, that's kind of the summary of our business.  When you take great experiences, unbelievable media experiences, whether those be gaming experiences, or other media and entertainment experiences, in film, in TV, in music, and you add that into our social network, which is Xbox Live, which powers a bunch of unique social experiences for our consumers in the living room, and you add in the power of Kinect, you really have magic and you really have the opportunity to do something really important and meaningful.  It's going to turn into our biggest year ever, and it's something that we think will be an important investment area for both our business and for Microsoft over the next five years.

So, with that, I'll conclude my prepared remarks, and if Phil could come back up we'll sit down and take some questions.

PHIL WINSLOW:  Perfect.  Great presentation.

DENNIS DURKIN:  Thank you.

PHIL WINSLOW:  I'd start off, actually, with the last topic.  Kinect, obviously, is going to be the topic of the day.  And obviously I do encourage everyone to go enjoy Kinect outside.  We're going to have it here all day today and tomorrow.  So, you'll actually really get the first hand experience.  But, getting back to Kinect, how should we think about Kinect and what it can mean for Xbox?  I mean how should we think about targeting the existing customer base sort of the hardcore user that we kind of think of with Xbox 360 versus actually expanding that into new user's hands.

DENNIS DURKIN:  We have our SKU plan for the Xbox.  Obviously, we have a $45 million unit install base of Xboxes.  So, we're selling the sensor plus the game for this holiday as a standalone.  So, if you own one of those existing units you can easily just go buy ‑‑ well, if you can find one.  They're very hard to find actually right now.  But, if you go find a sensor for $149 you can plug it into your existing system and have a full Kinect experience.  That comes with the sensor and Kinect Adventures, which is one of our first party games that we bundled in there.

We also are selling bundled units.  So, that is our new 360, plus the sensor, plus the Kinect Adventures game for either $299 or $399.  So, that's kind of addressing a new audience who is coming into our category.  And those are selling really, really well.  The sensor obviously is selling great, because of the size of the install base and that, but we're also seeing great up-tick of the console, as well.  So, it is pulling platform through.  Over time we'd expect a lot of expansion of our market from our traditional core audience to these new audiences.

I think Nintendo did a very good job of expanding that over time.  I think when people do the comparison of what we have versus either Nintendo or Sony, they see how unique and different and broader our offering is.  So, over time we expect to bring a lot of new consumers to the platform.

PHIL WINSLOW:  And how should we think about the profitability of Kinect, and sort of what the business model is and I guess there's kind of two parts to that question.  When you think about the bill of materials, or actually the sensor itself, and the gross margins there, but also there's the software aspect, too.  How do you think tie ratios could trend once the Kinect sensor is out there and do you have any sort of early feedback?

DENNIS DURKIN:  Yes, so we have a very diversified business model, probably one of the most diversified as it relates even inside of Microsoft where we sell hardware and accessories, which will generate lower margins.  We have a first party business, which is a software business, which has higher margins, a third party business, which is where third parties pay us a platform royalty to publish on our platform, which is a high-margin business.  And then within our Live business we have the three revenue streams that I mentioned, whether it's subscriptions, transactions or advertising.

So, we have a broad array of revenue streams and margin streams within our business.  As it relates to Kinect it obviously is pulling through platform and platform hardware, which is lower margin.  We did get a lot of feedback about our Kinect pricing over the course of the past year, whether $149 was the right price point, what kind of volumes could you do at lower prices.  And we had done a lot of consumer testing to make sure that that price point made sense.  And we felt very confident about it.

I've gotten a lot of calls in the past month from analysts who question that pricing strategy to validating it.  I think the consumer demand has proven that it was priced in the right place and it's a great value for consumers.

Having been the CFO and now COO, I want to make money on things that we sell.  I think the business of subsidizing things is a historical artifact.  And so, for us, it's about making money and extracting value for the things that we're building.  It will follow our traditional model of making money on hardware if you can, and then software attach and services attach.  So, we'll drive both software attach and services attach.  It's early to say, in terms of Kinect games attach and how that's doing.  Game Stop on their conference call just the other day was very pleased and very bullish about software attach.  So, it's good to see that.  There's obviously, you saw the portfolio title.  So, I think there's great breadth in the portfolio.  And there will be more experiences coming online over time.  So, I'm confident that if we continue to build unique and great social experiences that that attach rate will follow.

PHIL WINSLOW:  And then how should we think about Kinect actually fitting into I guess the whole ecosystem at Microsoft?  We were discussing this last night, whether it be the video chat, between Kinect into the PC, whether it be the Zune experience, how do you see actually just Xbox, the business, fitting in with Microsoft as a whole.

DENNIS DURKIN:  You can think of us as kind of being a leader in the living room and essentially that digital hub in the living room, which showcases all the great content that you care about on the display that is generally the biggest display in the living room.  What we're seeing, and we're driving really, is integration across a bunch of different Microsoft properties.  So, if you see your Windows Phone 7, the integration with Xbox Live into that experience, the integration of Zune music and movies into that experience, Windows Live ID being an identification mechanism inside of our Xbox experience, being able to, using Video Kinect, a great feature which I didn't mention, is you can not only video connect with other members of the Kinect community, so other people who have Kinect in their living room, but you can Video Kinect out to any of the 350 million Windows Live Messenger users.  So, its a great scenario for parents who are traveling, who want to stay in touch with their families on the road.

So, you can see some of those integration points, where we're trying to make it seamless for our customers to engage in our services across our portfolio and not really see the seams in our organization.  And I think you're going to see more and more of that.  I think one of our core pillars is around simplicity and we want to make sure that that's really, really easy for our customers, so that they can take advantage of the breadth of offerings that we have, not only within IEB, but across Microsoft.

PHIL WINSLOW:  And as we think about Xbox being, the way you describe it, sort of the hub in the living room, you talk about content from ESPN, what's Microsoft's goal as far as getting more and more content on that?  What is the business model for that, and could see a TV service and sort of subscription content actually from Microsoft?

DENNIS DURKIN:  Right.  We've obviously proven that we're respectful of our other partner's IP and business models, and we're trying to be flexible about how we integrate those into our ecosystem.  I think we have a great Petri dish essentially for content experimentation.  The reason why ESPN and other partners like experimenting with us is because of the unique things that they can do, that they can't do in other aspects of their business.

And we've proven that we're willing to embrace other people's business models in terms of supporting that.  We've done it with Canal Plus in France, and BSkyB where you're a subscriber of our ‑‑ so you're a member of our Xbox Live gold service and you're a member of BSkyB, or a subscriber of BSkyB.  So, mutually supporting each other's business model and providing enhanced value and customer value is something that we're very, very focused on.  For us it's about putting it inside of our gold subscription tier and monetizing it in that way.

PHIL WINSLOW:  Got it.  I've got numerous more questions here, but I figured I'd pause for a moment to see if there's any in the audience.

QUESTION:   I wonder if you might chat about the other commercial opportunities for Kinect, other than for gaming?

DENNIS DURKIN:  Sure.  Well, it's been very exciting to see over the course of the past four or five months, as Kinect has been coming to market, and as more and more people have experienced Kinect, to see the enthusiasm and ideas from other business segments about how Kinect might be used in some other places.  So, we don't really have announcements to make about those right now, but when you can kind of walk through different vertical markets, whether it's healthcare, entertainment, other verticals, and you can really see some of the applications that are coming to life.  There's a lot of experimentation going on right now in the developer community, which our CEO has famously avowed his support for developers over time.

So, we love to see that enthusiasm around our products, and our technology, and to see that capturing the imagination of the development community, because that's when ‑‑ you, know a lot of the experiences that you've seen today, and that you'll see as you experience Kinect, they didn't exist two years ago.  They were people now thinking, okay, I have this new technology that allows me to do something that before if I was mapping a game, I was mapping it to an X, a Y, two joysticks, and I was trying to map human functions and movement onto a joystick.  So, it was this weird kind of development paradigm.  And when you take that away, all of a sudden it unlocks a bunch of new commercial opportunities.

So, I would anticipate that over time we will see a lot of that developer enthusiasm, and we will see applications in this beyond gaming, beyond entertainment, and I'm excited to see as more and more developer minds get associated with it, how we see those initiatives progressing.

PHIL WINSLOW:  Do we have a question from the audience?  I'll just continue down my path then.  What do you think about just the natural user interface?  It's one of the things that obviously is unique about Kinect.  How do you see this actually being potentially applicable within the other areas of Microsoft?  Has that been a discussion?  Obviously, we're seeing that in sort of the hacked version of Kinect out there, actually with Windows, actually controlling Windows.  Do you think this is applicable to other areas, and how have you guys thought about it?

DENNIS DURKIN:  I think natural user interface is going to be something that is an opportunity for the entire company, frankly, and it's kind of a company that when you think about, as I mentioned earlier, when you bring down technology barriers, and you make technology more invisible, it becomes more accessible to different audiences.  We've seen that in some of the spaces that I described where they actually used graphical user interface, or mice, and things, which make it easier to navigate.  You're seeing that with voice today.

I don't know if you've seen how people use, a lot of people now use voice on their mobile phone for searching when they're looking for something either inside their contact list, or using it on the Web.  And once you kind of make that leap to that new paradigm of usage, it's rare that you go back and start typing in, okay, I'm looking for a pizza.  You just hit the microphone, and you ask for pizza, and the search and voice quality has gotten so good today that you see that kind of usage.  So, I think you'll see more and more usage of that.  And I think it just opens up new markets.

I'm amazed.  I have three young daughters, and to see my three-year-old daughter interacting with Kinect in a way, standing in front of the TV, and petting her pet tiger is an amazing thing.  I was probably 25 when I got my first mobile phone.  And to think that she's three years old, and interacting with technology in a way that we couldn't even imagine even two years ago, and to think how that's going to change within her lifetime.  So, I think there's going to be a lot broader application of it.  I think when you bring down those barriers, you can make technology accessible and approachable by more audiences, and I think that speaks to a larger business opportunity both broadly, and within a broader Microsoft.

PHIL WINSLOW:  And then just, I guess, a high-level question.  I often get this question actually from investors is what's the length of this cycle?  It clearly seems like this is going to be a very long cycle, because there was a lot of R&D and a lot of horsepower actually that's in the hardware shell, and then obviously with Kinect.  How should we think about this cycle, so to speak, and if Kinect is sort of a 360.5 so speak, and this can extend it further?  How should we just think about this?

DENNIS DURKIN:  Well, it's a big reset.  When you look at it, our entire portfolio this year from hardware, software, the hardware both in the console and with Kinect, software and experiences is all new.  And what I don't think you've ever seen before is leadership change in year four or year five of a console lifecycle, and that's what we've seen happen in the last five months, five or six months.  And most of that momentum was even pre-Kinect launch.

So, I think you're seeing some changing dynamics in the console market.  I think you're also seeing this hardware has a lot of longevity to it, and it has a lot of horsepower in it that gives it a lot of new opportunities.  And when you add something new in, like Kinect, into that ecosystem, it gives it a very long lifecycle.  We've talked about being sort of halfway through the lifecycle, or something like that.  That's all generally kind of directional.  But we think there's a lot of life still in this lifecycle, and a lot of power that can still be harnessed, and a lot of great experiences that can still be brought with the existing hardware.

PHIL WINSLOW:  All right.  Last question, Halo, obviously it's been a fantastic success.  What is the future of Halo, and does it include a movie?

DENNIS DURKIN:  You know, Halo has been an amazing property for us, and we like having obviously owned IP and owned franchises, and I think we've done a good job of nurturing those franchises, and building them over time.  It's a little bit more challenging when you're on a single platform than being on multiple platforms, although it does provide great differentiation for us.  Our Halo team, we have an internal team that's very focused on that IP, and making sure that that is built, and that great experiences are built around it, and it's something that we're going to continue to build on over time.

It's been a great contributor not only to our bottom line but to the experiences on Live, and so, really, pushing the platform.  When you have great software assets like that that are creating new experiences, they drive how you build the platform in a really smart way, because those developers are saying, hey, these are the platform attributes that I need in order to achieve the vision that I have for that product.

So, we're going to continue to pound on that, and make sure that Halo is really the tip of that spear.  It's been a great franchise, and I think it still has a very vibrant arc that we're going to continue to invest in.

PHIL WINSLOW:  Fantastic.  Well, I think our time is up, and I appreciate it.

DENNIS DURKIN:  Thank you very much for your time.

PHIL WINSLOW:  And everyone please enjoy Kinect.  It's going to be here all day today and tomorrow, you can have a dance off later today.  So, please enjoy that, too.

END
