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PETER KLEIN:  Thanks again, Steve, and good afternoon.  Thanks to everybody for being here.  I appreciate it.  Certainly a pleasure for me to get a chance to talk to you. Steve talked about our new format.  I've got to say for me personally, selfishly speaking, I kind of like the format because I got more time to interact with people and just chat informally.  So, that was great for me.  So, thanks for that. 

I'm going to do two things, and Bill teed this up earlier in the day.   I'm going to talk about the economics of the cloud and how that drives the profit growth opportunity for us at Microsoft and then do a company financial overview.  This morning, Bill gave a good overview of FY '10.  Last week on the call, I gave some color on our outlook for FY '11.  I think I'll try and give a little bit of a broader perspective today when I talk about our financials. 

I want to just start with a pretty simple message.  The message around the economics of the cloud is pretty clear.  Number one, the cloud is the future of IT.  I don't think you'll get much debate on that point today.  Kevin talked about it very well earlier today.  I know when I talk to customers, every conversation begins and ends with the cloud.  I'm sure you've done research.  I'm sure you talk to companies out there.  You may debate on the pace, you may debate on the timing, but it is the future of IT, so it represents a huge transformational opportunity for us.

Number two, Microsoft is uniquely positioned to be the leader in that.  And I think Kevin did a great job explaining what assets we have that differentiate us and give us a value proposition that's relatively unique in this marketplace.  We have the scale.  We have the enterprise credibility.  We have the end-to-end sack of category-leading products.  We have the ecosystems.  All of those things, taken together, really differentiate Microsoft.  And I think Kevin did a great job describing that.

And the last thing about that that I want to spend my time focusing on today is how the cloud and how the economics of that will help us increase the growth of our revenue and our profits.  

And it's really interesting to me.  It's rare that a large company gets to be the leader in a transformation this big in an industry they've been in for a long time.  And obviously that doesn't happen overnight.  As others have talked about, this is something we've been working on for years.  We've seen this trend coming, and we've been investing in it.  Now is the time we're really poised to be a leader in this important industry transformation.  And that's really exciting to me personally.

Just to set the context of where we are in the day, back down on the business section and the cloud piece of that, and there's really two elements of that.  There's business users' cloud, what you see as the BPOS, the Business Productivity Online Services, and Windows Intune, which is the management and security solution for mid-market customers, and then underneath that the platform, Windows Azure and SQL Azure.  And so that's what we're going to be focused on today, the business cloud services.

Let's start with some overall context, just to set sort of some — quantify the opportunity.  Today, obviously, in our business customers, we participate mostly in the software industry, and that's an addressable market roughly of about $400 million.  Obviously, the total global IT spend, which we're going to address more of now in the cloud world, is much bigger.  And so obviously at a high level is an incredible opportunity for the cloud to have us address a much larger piece of the IT market.

I think, interestingly, there's a couple of other things besides that, which is fairly self-evident.  One is, because it allows us to deliver new capabilities and new scenarios, it should allow us to actually increase our share within the software segment.  

And the second thing that I would add is it also doesn't include the fact that today there are scenarios that the cloud enables that aren't IT scenarios at all.  And I'll talk about some of those when it comes to desk-less workers or kiosk workers. 

And so, to some extent, the cloud expands the total pie of IT because it brings IT solutions in a cost-effective way to people today who don't have it.  And so obviously it's a great thing for the total market and it's certainly a good thing for us in terms of our opportunity.

Let me set a little bit of a framework for how we think about the economics of the cloud and how that drives profit growth for Microsoft.

Number one, it allows us to sell to more users.  This could either be new customers that we don't serve today or new users within existing customers today.  So, this is greenfield incremental opportunity selling to users that today don't have Microsoft products.  

We're going to drill into all three of these things.

The second thing is earning more per customer.  This gives us an opportunity to deliver new scenarios, sell more products to our existing customers to cross-sell, upsell to higher-value versions of the product.  And so we're going to talk about that.

In addition, new scenarios and classes of applications which provide new opportunities to sell new products in ways probably we haven't even thought of yet today.  We'll talk a little bit about that, what Azure does for developers in building a whole new set of applications.

One thing this doesn't mention, which is also true in terms of earning more per customer, is the margin we'll make on actually delivering the service and how that increases our opportunity as well.  And we'll talk a little bit about the economics of that, particularly for Azure.

And then, finally, customer satisfaction.  As customers stay more current on their software, that clearly is a proof point for us.  They're going to have a higher degree of satisfaction.  They're always going to be using the best versions of our product.  Support is going to be better.  Their experience is going to be better.  They're going to get new capabilities more quickly.  Customer satisfaction over the long term obviously increases customer commitment to us and reduces churn and increases our revenue opportunity.  And we'll talk a little bit about that.

Let's drill into each one of these, starting with selling to more users.  And I'm going to do each of these by the different business users, and then we're going to talk about platform.  

And with business users, I want to start with the mid-market segment.  Historically, while the mid-market has been a very attractive market for us, it also poses some challenges.  Number one, it's highly fragmented, and number two, there's a little bit of a gap between the needs and desires in terms of IT capabilities that mid-market companies have and the resources and expertise they have to deliver those capabilities.  In some sense, you could say a mid-market company has the needs of enterprise IT but the capability of a much smaller business.

The cloud really solves that problem by bringing cost-effective, easy-to-deploy technology solutions to mid-market customer in ways they can't today. And that's a very big opportunity and just to put size to that, depending how you sort of where you draw the line on segmentation. Mid-market represents from 200 to 300 million users. We'll talk about the opportunity to address those users and capabilities. First one I want to talk about is mail. Today in that segment, majority of those customers don't have mail or don't have purchase mail versus Microsoft.

That is an amazing opportunity for us to deliver cost-effective enterprise IT mail solutions for customers. I told you the size and its users 200 to 300 million, a big opportunity for us.

Kevin also talked about legitimate usage.  Obviously within these customers, any time you deliver your capabilities as a service, those are all legitimate users, and over time will increase our penetration of licensed users.

Let's turn now to the enterprise, where there's a couple of other big opportunities.  The first one I talk about is kiosk workers.  You also may have heard those called desk-less workers.  These are people who work in the workforce, not in a traditional office environment.  They don't have a desktop.  They don't have a laptop.  But they do have some needs for IT capabilities.  They need some amount of mail to communicate.  They need some access to a corporate network to get healthcare information and other things.

Think of these as retail workers or shop-floor workers, Starbucks, since we're familiar with that here, or minors, for example.  And that is a big opportunity.  We've done research, and third parties have as well, and we think this could be as much as 30 to 40 percent of the worldwide work force is kiosk workers, which today we don't address at all, until today.  We have an offering and solutions for those workers.  And we've talked about some of the wins of those. That's all incremental revenue.  It's all incremental profit for us and creates big opportunity to tell to more users.

The second thing on the enterprise — and Kevin did a great job talking about this — is competitive migrations. Because we have a smooth transition from on premise to the cloud, we're really able to accelerate our migration of competitive wins, like Lotus Notes, that Kevin talked about today.  That's all a new opportunity for us.  All that revenue is brand new and incremental to our bottom line.

And so, taken all together, we have a huge opportunity, a big greenfield opportunity to add many, many, many more users to our existing customer base.

Let's turn our attention to the platform, where the audience really right now is developers and CIOs.  Really think about this as a network effect.  As we build out the world's leading development platform in the cloud, we're going to attract many ISPs to build applications to that, which is going to bring more users, which is going to bring more developers.  And you really start to see the virtuous cycle of that.  This is really going to increase the ISPs that we work with and the new applications that we have and the new scenarios and workloads we'll be able to deliver to our enterprise customers.

The second thing I say, it will expand our reach of developers, particularly the breadth developers.  Today we have many enterprise developers building on the .NET platform.  I think as we build up the cloud, you're going to see us broadening our reach to the breadth developers to build on the .NET platform, to build Web applications, it becomes much easier to build applications at scale.  So, this is hugely incremental to what we do today in terms of our development population.

And so you can see, taken all together, there's a lot of incremental opportunity that the cloud brings to us, both in the mid-market and the enterprise in both a platform for developers and business users in those companies.

Let's turn now to earning more per customer, and again starting with the business users.  This is about adding new capabilities and new products and new workloads to our existing customers.

Let's take the mid-market example, which we talked about with mail.  If you need to move further up the productivity stack and talk about communication and cloud in products like SharePoint and Office Communications Server, today our penetration is pretty low in mid-market.  This is the perfect way to deliver those capabilities, particularly Communications Server.  This is what mid-market customers want.  This is what they need.  And now it can be delivered to them.  They do not have the capability or the expertise to deploy SharePoint Server, for example.  They want and need those capabilities.  SharePoint Server is probably the most necessary capability of technology that a mid-market customer could want.  So, this is a very large opportunity for those 200 (million) to 300 million users in mid-market.

Similarly, our penetration in management and security solutions for PCs is very low.  We recently announced Windows Intune, which provides the cloud service for managing and securing PCs in the mid-market; very attractive offering, something that mid-market companies want but don't have today, and we make a very nice margin on that.  And that is all incremental business to us.

Turning again to the platform, you know, Azure enables all kinds of  new applications.  I'll highlight two things.  One, what's really exciting about Azure is the dynamic scale-out capabilities.  And so now you can provide bursting or dynamic scale to customers that don't have it today, and it opens up our opportunity to a much broader array of customers.

And the second thing I would add is it enables new scenarios and new products that we can just start to envision.  You may have seen the Dallas example in our Technology Showcase, which is an information marketplace.  That's just one example of how the virtuous cycle builds itself, and developers will build interesting new scenarios and new applications that Windows Azure will take advantage of.  And again, you begin the virtuous cycle of having a leading platform with most developers and applications and services that actually adds to the leadership of the platform.  And that's the strategy with Windows Azure.

The next thing I will talk about is the opportunity to save costs for enterprise IT.  Now, we've talked a lot over the last couple of years what the savings opportunities are for the Business Productivity Suite.  We've talked about how expensive it is for an enterprise to host a mailbox.  We can do it at scale much cheaper and make a higher gross margin than we make today on a software license.

There's a similar thing going on in Azure.  I'm going to talk about that in a little more detail, because we haven't talked about it a lot, and I think it's a really interesting opportunity.  We've done interesting and in-depth work in our own IT organizations, thinking about Azure and deploying Azure.  I think they've probably done relatively more work on that than many enterprise IT shops.  They're following on that.  And we've found that there's a really interesting savings opportunity for deploying Azure on an enterprise IT.

Now, this just addresses — Azure just addresses a piece of the total IT spend, so we're  looking at sort of the platform and application development spend that a representative large enterprise would spend.  And you can see across the difference of three different areas of where you get savings deploying Azure as opposed to your on-premise solutions.  And you can see, between application development and the automated tools, the automated deployment, automated configuration, how much you can save just in applications developing maintenance.  Obviously this is a thing people think about a lot when it comes to services is the savings you have on hardware and hosting by doing it scale with somebody who can make better utilization of the hardware and get better pricing on the hardware.

Interestingly, the one thing I want to point out on this, the 10 percent savings is net of what an organization would pay us for the Azure service.  So, it's the net of what they would pay more, in addition to the licenses and for the service, and on top of that there's 10 percent savings.  And again, given the one instance that you're running, given the automation, you reduce support costs.  It's actually a good thing for not only the customer but for Microsoft.  And you add all that up and that's a 30 percent savings, again, net of what Microsoft would make for the existing software license, plus gross margin on the service.  So, we're really looking forward to taking this out and talking to other CIOs about what they're finding as they more and more deploy Windows Azure.

Finally, customer satisfaction.  Customer satisfaction broadly goes across both developers and business users.  And we talked about most of these things.  You know, when customers are using the latest versions, they're using the best capabilities, the way I think about this is they are getting ongoing benefit from the capabilities, and that that drives ongoing revenues.  They're more committed.  Churn goes down and our total revenue goes up.

I talked about support and how this benefited both the customer and Microsoft.  As things become more automated and things are run centrally out of the cloud, you have much less support issues, which lowers headcount cost for our customers.  And that actually, in the long run, will reduce our support costs as well.  So, that's a good thing for the industry, as well.

And finally, development and deployment.  You know, it's always going to use the latest capabilities.  And if you think about taking the cloud and having it integrated from develop and test and deploy and run and manage, I mean, much more streamlined.  The end-user experiences are going to be much more consistent.  You're going to have higher customer satisfaction across the board, whether that's CIOs, developers and end users.  And in the long run, customer satisfaction is probably the single biggest leading indicator of our financial performance, obviously.

So, I want to sum up and come back to the message that I started with.  It's pretty simple:  the cloud is the future of IT.  I think we all agree with that.  I think we are exceedingly well positioned uniquely to be the leader in that. And I hope what I've portrayed to you today is the incremental and new business opportunity that drives for us in terms of increasing new customers that we serve, the revenue that we get from those customers, and the cost savings that those customers get as well.  So, that is a really great growth opportunity for us. 

So now I want to transition a little bit to a broader view of the company financials.  There's probably three or four things that I think about that are most important that we focus on to create value for shareholders.  I'm going to come back to, first of all, to remind you that our focus now is on everything.  I'm sort of going to wrap up with the overall financial view which takes into account all of our eight focus areas and all the things that support that. 

I want to come back to a chart that Bill showed this morning on our revenue and EPS growth over the last three or four years.   I think about EPS growth a lot.  When I think about what's the best measure for our financial performance, how are we making the best use of our resources to deliver value for our investors, it really comes down to EPS, given how we deploy capital in the form of operating expenses with people.  What we really need to do is continue to drive our earnings per share growth.

I'm very pleased, as Bill pointed out, if you look at or performance over the last three or four years, since FY '07, that's almost a 15 percent compound annual growth rate, including what many would call sort of a disastrous year in FY '09 given the economy.  All the while, we've been investing in the things that are going to drive continued EPS growth over the long term.   So this is something I focus on a lot, will be focused on going forward, and I feel about our performance over the last three or four years. 

Steve talked about this — it's one thing that we focus on a lot — it's probably one of the single biggest drivers of how we continue to drive our earnings per share growth, and that's cost management and continuing the diligence that we have, continuing making sure we are spending every dollar correctly, prioritizing all the things that we are doing.  I feel really good about the cost savings that we've had, but also the investments that we've had, and how we prioritize those and how those have set us up.  If you think about the year we've had, we've delivered high-quality products — or are about to — across every single one of our businesses, and that didn't happen by accident.  That happened because we carefully invested in the right things that are going to drive the kind of growth that we want. 

And the last thing I think when I think about creating value for shareholders is returning cash back to shareholders.  And we've been consistently committed to doing that over the last 10 years — a total of $169 billion — and we remain committed to doing that, and that's something that is very important to us, and I think a big driver of both our EPS growth as well as shareholder value for our customers. 

You add all that up together, our opportunity, our commitment to shareholders that I've tried to talk to you about today, we have an increased revenue opportunity from all the products that you saw today, but especially from my perspective how that's accelerated by the cloud and how that gives us access to many, many hundreds of millions of customer, scenarios and products that we don't sell today. 

Operating expenses, again, we'll continue to diligently manage those into the future.   And if we do those things I think we have a great opportunity for sustained profit and EBITA and EPS growth, which is our commitment to you. 

With that, that ticks off the last two boxes of the questions that we get, and with that I think we are going to transition to our Q&A session. 

END

