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BILL KOEFOED:  (Begins in progress.)  -- I would say we're super excited about Windows 7 and were very excited about the operating system.  We commented on the call that there have been 175 million copies of Windows 7 sold.  And we think that there's a lot of opportunity.  We've said it's only on 15 percent of the world's PC.  For reference, there are about 1.1 billion PCs out in the world.  So we feel great about the opportunity.  

You know, whether or not the market's up or down one month or another, I don't know, there tends to be, since I've had this job, there tends to be a lot of chatter.  There's a lot of chatter back in kind of April, May about PC markets for the second quarter.  I don't know that I would take two guys that go visit some ODM in Taiwan as a reference on what the market looks like.  I would gather a lot of information and then decide what you think that it looks like.  

[bookmark: _GoBack]But we feel great about our product, we feel great about the opportunity and obviously the other thing you didn't quite ask about is the enterprise refresh.  Businesses are underway, as we said last quarter, with upgrading their environment to Windows 7 and we think that it offers great productivity gains and just a better experience.  

I had somebody, as I was walking up here, tell me that they just put on Windows 7 and how much they loved it.  So it's a great operating system.  

BRAD REBACK:  So they'd be building on that enterprise refresh cycle?  Some of the commentary seems to be focused around consumer PC weakness.  So you clearly get a different level of economics from a business PC versus a consumer PC.  Maybe you can help us understand the difference in the ASP from a schematic.  I know you're not going to give us any specific numbers, but what type of lift do you see?  

BILL KOEFOED:  Yeah.  Before I answer this specific question, of the 1.1 billion PCs, there are about 400 million business PCs.  The average life of those is a little bit north of four and a half years old.  So that just gives you a little bit of the perspective on what the opportunity is.  Any of you who have newer PCs can attest, the performance is just better, and you get a productivity uplift, particularly as you think about a new PC as well as the operating system.  

In terms of the ASPs, they're roughly double what a consumer ASP would be.  So you can think about whatever economic outcome you get of the business versus consumer mix as we sell PCs.  

The other thing, let me remind you, we gave guidance that our Windows division would roughly move in line with the PC market.  There's a number of factors that are part of that.  You have to remember that emerging markets have been growing much more rapidly than developed markets.  So when we give you the bridge of the PC division or the Windows Division relative to the market, we give you the breakdown.  Emerging markets have clearly been growing faster than developed markets, but business PCs, to the extent that they accelerate in some of their growth, offset some of that.  

We've had attach and inventory pick up.  Inventory should roughly start to anniversary as we had really low levels of inventory in the 12 calendar months of the year preceding to where we sit today.  

Attach has been twofold.  One is to the extent that people have optical drives, that means that there's a possibility that somebody could put a disk in that's a pirated disk as opposed to if they don't have an optical drive similar to like a netbook or some of the new PC form factors, then we tend to have a lower piracy rate on those devices so we can pick up attach.  

In addition to that, some of the multinational OEMs have been picking up share as a percent of the total PC market.  So those are both -- that's been a tailwind for us over the last 12 months as well.  

BRAD REBACK:  Great.  So just before you presented, we had Charlie Peters in here from Red Hat.  You guys have done a really good job over time, meaning the free -- -- you and Microsoft have done a good job countering the, quote unquote, free Linux.  But the server business is maybe seeing some other headwinds now or some other issues as it relates to virtualization and what's coming out of VMware.  So maybe you can talk to the strategy on the virtualization side and how you go after VMware.  

BILL KOEFOED:  Let me just start by saying at our financial analyst meeting last week, Kevin Turner showed you a slide that we've actually been picking up some incremental share from Linux.  We're focused on picking up work loads, offering the best value for the price that somebody offers.  Free is generally not ever completely free.  So we feel great about this progress that we've made in our Windows Server business.  

Around virtualization, you know, we put Windows Server 2008 R2 out.  It's got a lot of the virtualization capabilities that our nearest competitor had previously had.  Our offering is at a lower price than our competitor.  A lot of growth opportunities are around small and medium businesses, and we tend to have a great partner and developer ecosystem that is targeted toward that audience.  

So, again, in Kevin's slide, it showed that we picked up some incremental share in the virtualization market, and we think we've got a great offering for the potential that we have out in the future.  

BRAD REBACK:  Great.  Shifting back to the PC or the PC form fact, IE9, I think Kevin had said will ship sometime in the back half of the year.  

BILL KOEFOED:  I think he said September.  

BRAD REBACK:  September, okay.  

BILL KOEFOED:  I think he said, sorry, to be clear -- I think he said beta was going to be out in September.  

BRAD REBACK:  So what type of added functionality -- how does that improve the user experience?  

BILL KOEFOED:  Well, we've offered some developer previews of IE9 and I think for those of you who have read some of the feedback on it, it's been pretty positive, if not compelling, that IE9 is just a really great browser.  Having a great browser on a great operating system is really important for us.  It's really important for user experience and so the team's been pretty laser focused on developing that next version of the browser.  I would tell you for each of you who sit in the audience, as well as those of you listening on the Web, when it comes out in beta version, download it and use it for yourself, but it is an important part of the overall experience of people using a Windows PC and we intend to have the best browsing experience.  

BRAD REBACK:  Windows Phone 7 will ship sometime in the back half of the year.  

BILL KOEFOED:  Of the calendar year. 

BRAD REBACK:  Right -- in the calendar year, I think in Europe first, and then in the U.S.  How should we, as outsiders, look at that product launch and judge success?  

BILL KOEFOED:  Those of you who have been in meetings with me, or the financial analyst meeting, I've been using the Windows Phone 7 prototype device for the last couple weeks, and I have to tell you, I've been pretty excited about it.  The experience, how it integrates with Exchange, how you can use it as a productivity vehicle for work as well as the consumer experience so you can take pictures and you can upload them to -- whether it's Sky Drive, which is our Windows Live experience, or Facebook.  

Just to give you perspective, I think I told some of you that I was off with my family, my kids ski race in the winter and there's a camp up at Mount Hood in the summer.  And I took pictures of my kids, and you can immediately just post them right up to Facebook and allow that great experience for users to see the pictures published immediately.  

So we'll have a great enterprise experience, and we're going to have a great consumer experience on this and you'll see it, as you mentioned, you'll see it roll out in the second half of this calendar year.  But the reviews have been good, and I think that there will be a pretty nice update.  

BRAD REBACK:  Any questions from the audience?  

BILL KOEFOED:  It's a quiet audience today.  I could ask you questions.  

BRAD REBACK:  Office 10, Bill, just shipped.  I think there was a slide at FAM that talked about 60-ish percent of the install base of Office is on versions from 2003 and older.  It appears to me that in order to maximize the revenue potential with things like SharePoint and OCS, you have to get people current.  So how do you get the install base, especially the enterprise install base, moved over?  

BILL KOEFOED:  A couple things we talked about with Office at our financial analyst meeting, as well as I've talked about on the call, but we've obviously been very excited about the launch of Office 2010.  When I did the earnings call a few weeks ago, I talked about the consumer Office 2010 revenue being up a pretty considerable amount, and we feel really good about kind of the initial response and uptake to Office 2010.  

But to answer your question a little bit more specifically, Office 2010 really offers some additional capabilities that I think, to your point, extend the platform.  And as you think about SharePoint, we've integrated Groove, this version, into SharePoint so it offers an experience where you can share documents.  For example for you, I know you and Renaud work in different locations, you can use SharePoint, you can exchange information in an authenticated and encrypted way.  So whether it's behind your firewall or you're in a public location, that's a great capability and something that we think is a differentiated experience with SharePoint.  

Co-authoring is also a great capability around SharePoint 2010.  And SharePoint has a number of different work loads, but it's an area where we continue to extend the Office productivity platform.  

And then to your second point, Office Communications Server is one where we continue to make progress where we can offer a better communications experience, save IT leaders a lot of money because they're using voice over IP and they're using a lot of communications and collaboration capabilities that they had been using with legacy like PBX-type systems.  

We think that's a great growth opportunity.  Again, it's not going to happen overnight because there's a lot of legacy things that require initiative and money to kind of move off of, but it is something that we think has tremendous upside and tremendous opportunity over the long run.  

Then the third thing that we're excited about that we talked a lot about at FAM is our Business Productivity Online Suite, like Exchange Online, SharePoint Online, had a really nice Q4.  One thing that I think -- I talked about on the call that's important to remember is 70 percent of our wins with our Business Productivity Online Suite was new -- we referred to them as competitive wins.  So they're either opportunities where people moved off a legacy environment like Lotus Notes onto Exchange Online, or we took opportunity to what's referred to move deskless workers or people that hadn't been using Office.  

We announced at FAM that we signed an agreement with Hyatt where some of their people who typically hadn't had versions of Office or mail would move toward our Business Productivity Online Suite.  And there's an opportunity to give more people productivity tools they can use, get communications from their company via mail.  They can save a lot of money on postage, they can save money on labor and administration.  And so those are some great opportunities.  We’ve been extending out our Office suite and our BPOS wins have been really significant wins.  

BRAD REBACK:  Go ahead.  

QUESTION:  (Off-mike question.) 

BILL KOEFOED:  Yeah, I saw that we announced -- to be honest, did we do it yesterday?  We did it recently?  Yeah, I've been on the road, I don't know that much about it.  We've had a strong relationship with Polycom over the years.  I don't know the specifics of the relationship, unfortunately, I was on the road when we announced it.  

QUESTION:  (Off-mike question.) 

BILL KOEFOED:  The question was around our social networking strategy.  I mean, Windows Live is something that we've had as a social networking strategy, something that we leverage in order to allow people to share and exchange and collaborate across our platform as well as some of our partners' platforms.  I don't think we announced anything -- I know we didn't announce anything more specifically than that at FAM.  

QUESTION:  (Off-mike question.) 

BILL KOEFOED:  A question about what's better about Windows Phone 7.  Yes, I would kind of go back and reiterate -- particularly for those people who are using the phone both for work and for their personal use that -- you know, I don't know if you're using Exchange, and I don't know if you're using some Office tools, but the integration with that is just, frankly, unparalleled.  I don't use an Android phone, so I don't know whether they have those capabilities.  My assumption is probably they don't.  

We’ve taken a lot of the enterprise tools and enterprise capabilities that we know that people are using, that people have been using on our Windows Mobile platforms historically and adding consumer capabilities, things like your ability to use Bing and use search, which obviously we extend that across not only our platform, but some of the other platforms as well.  Bing maps on the Windows Phone is great.  

 As I mentioned, the integration with Facebook is great on our device.  You can actually see status updates, which are exciting. Pictures.  We have Xbox Live integrated into the phone.  We’ve got Zune integrated into the phone.  An overall better professional and personal capability we think is going to be pretty interesting.  

We've talked about this three-screens-and-a-cloud strategy for the past several years, and I think you're starting to see that really come into play.  Obviously as our Xbox Live experience has also been growing pretty substantially. 

Nobody's asked a question about Xbox.  Can we talk about that now?  

BRAD REBACK:  Kinect launches here shortly.  What's the expectation, sort of a second life or another set of legs to the box, to the more casual gamer, right, to go after that Wii user?  

BILL KOEFOED:  I wouldn't target it just specifically to a Wii user.  I'd say we're super excited about Kinect.  We had this technology showcase as part of our financial analyst meeting because we felt like it was important for people to not just see demos up on stage, but really experience our technology and really see it in use.  And so we had PCs there, we had search there, but we also had Kinect.  And it was fun to see the analysts all using Kinect and jumping up and down and doing the river rafting and some of the different games.  

I'd say we're really excited about not just the Xbox usage of that, but also just natural user interface, which is what Craig Mundie talks about, and you see put to use in Kinect.  The opportunity to use gestures, not just touch or not just a keyboard in order to move things and move devices and the opportunities there are really huge.  

Obviously, with the most immediate application is with Kinect.  I think you (Brad Reback) did it at FAM, maybe you can talk a little bit about your experience, but I'd say we're pretty bullish on it.  

Do you want to talk about your experience?  

BRAD REBACK:  I played it, it was fun.  It was very responsive.  So there are a lot of products that you talked about at FAM at the product showcase that are shipping in the back half of this calendar year.  The one product that wasn't there that you said is going to ship at the back half of this calendar year is the tablet or some sort of slate.  So maybe you can help us understand where that process is and how we should think about that form factor from you guys going forward.  

BILL KOEFOED:  Yeah, I think we're laser-focused on tablets as an emerging category.  Steve did talk about the fact that we're working hard with our OEMs not just on current chip sets, but also about the fact that Intel is going to come out with their Oak Trail chip around the first of the year and that we think that that's going to offer a lot of new capabilities.  Whether it's better usage of battery life, and the like, is going to really help move the category forward.  We think it's an incredible category.  We think it's a market expansive category and one that we're going to have a great operating system and great experience for.  

BRAD REBACK:  So you guys brought Bing search app to the iPhone.  How do you internally decide -- what's the thought process as you think about which if your products to create an app or bring to someone else's platform?  

BILL KOEFOED:  I think we've been pretty clear that we want to extend -- that mobile is not just about the Windows Mobile operating system or the Windows Phone operating system -- it's really broader than that.  As an example, about a year ago that we did the deal with Nokia.  We offer Office on the Nokia Symbian platform and that's been a great experience for them.  And so we can extend that experience over to them.  

Writing an app for the iPhone has actually been an amazing experience.  People that use the Bing app on the iPhone really love it.  But search is all about breadth across multiple different devices and making sure that Bing extends across multiple different devices is also something that's important for us.  

We were sitting here a year ago, Bing had been in the market for two months.  And it was early stages and people thought it looked good, but they weren't sure that it was going to pick up any momentum in the marketplace.  You can insert your favorite product name today as it relates to that, but we're obviously very excited about the momentum that things had over the past 13 months.  

I said at FAM that it's amazing that our nearest competitor is imitating or trying to pick up on some of the features that we've put in place.  And so we've really got an innovation engine around Bing.  Our users love it.  I think you've seen some of the customer sat data that's been out there around Bing and we're just picking up new users.  And as people are trying it, they're finding that they like the experience better, for some of the searches that they're looking for, that Bing is really just a great search engine and we're winning new users every day.  

And then, hopefully picking up share.  And the other most important part of the Bing progress is the Yahoo! integration, which as you know we got regulatory approval for that just in February and so we're working hard to try to get that done in a way that is as quick as possible, but also one that's going to create the best consumer experience and best advertiser experience.  

It's fun to kind of look back 12 months ago from when we were sitting here at the last conference, but I'd say we're very enthusiastic about the momentum that Bing has.  

QUESTION:  (Off-mike question.) 

BILL KOEFOED:  The question, for those of you on the Web, is what's our thoughts on the ARM architecture license.  

We’ve had a great relationship with ARM.  We obviously put Windows Phone 7 on ARM.  We've been using ARM with our CE-type products, and the relationship with ARM, the architectural license that we just signed is just a way to continue to leverage the relationship and work collaboratively with them.  

QUESTION:  (Off-mike question.)  

BILL KOEFOED:  For those of you on the Web, his question is:  Do we have any specific hardware announcements?  No.  I don't have anything.  

BRAD REBACK:  As you guys move to, as Kevin said, leading with the cloud, how should we think about the reporting on that?  Will we see revenue broken out for cloud, or will it be bundled into the different business lines going forward?  

BILL KOEFOED:  That's a great question.  You know, we aspire, generally, to be as transparent as possible with all of our financial reporting and hopefully you feel that way.  Interestingly enough, we went from a world where we gave a specific dollar amount for guidance, and now we've given you a lot more information on kind of the drivers of the business, how the business works, what the components of the business are.  And we've gone through the process of learning over the last 18 months, I think people have appreciated the transparency.  

As we grow our cloud-based businesses, I think you could expect that same kind of transparency, whether or not it's broken out as a separate component or how we communicate it, I think you'll see that.  

Things like Azure, which we just put in commercial availability back in February -- actually, I think you were one of the first people to write a note on Azure, maybe a little over a year ago now that I think about it-- you'll see us be as transparent as we can, but remember that it's still in the early days.  

BRAD REBACK:  I know you guys haven't spoken too much about the margin impact from a shift to cloud, but internally, how comfortable are you with that shift and what it does to the model?  

BILL KOEFOED:  Peter talked about this a little bit at FAM.  We see the cloud as being incredibly beneficial to Microsoft.  There's going to be new scenarios that we never were able to tackle before.  And where there are scenarios where people are moving, you know, we've given you the example of kind of Exchange from on-premises to Exchange on the cloud, and that being one that's going to generate more revenue, more margin dollars, at a lower percentage, but clearly driving incremental gross margin and operating margin dollars.  

I'd say we're extremely comfortable and confident that the model we intend on pursuing, we think is incredibly market expansive for Microsoft.  You have to remember, there are $3 trillion spent on commercial IT globally.  It's not spent as efficiently as it possibly could be.  There are opportunities to leverage things like power savings.  

For those of you who were at FAM, we showed a container and how we could do a much better job around both power management, cooling.  Obviously, you can put some of these containers in low-power-cost locations.  Those are all opportunities where we think it's great for Microsoft, we think it's great for the customer, and for those of you who are interested in green IT.  It's a great way to reduce the global footprint or the energy consumption of IT.  It’s a win-win-win all around as we look at it.  

BRAD REBACK:  Switching gears to your balance sheet.  You said the vast majority of your cash sits offshore.  I think it was last week or the week before, IBM did a very attractive debt capital raise, I think one and a half percentage points.  How do you think about debt and the balance sheet going forward?  

BILL KOEFOED:  You’ve seen us tap into the debt market.  I think we did a debt authorization by the Board in September of '08, which you've seen us tap into.  We've done some commercial paper.  We've done some longer-term debt, and then you saw us just do a convertible, which enabled us to tap into the volatility that we saw in the marketplace at the time, as well as extremely low rates.  That was a fairly attractive vehicle as well.  

Could you possibly see us do more debt in the future?  Sure.  It's not anything that I'm going to announce today or that we have imminent plans for.  

BRAD REBACK:  Op-ex, you guys have done a great job.  It's really not a topic of conversation anymore.  People believe that you can continue to control costs.  Do you still see the flexibility within the operational footprint to learn some more efficiencies out of it?  

BILL KOEFOED:  You know, I think you've heard Peter talk a lot about prioritization.  And that's something we've had fairly good op-ex controls for the last couple of years, and obviously the guidance that we've given you going forward is indicative of our plans.  

But, we obviously have pretty high aspirations in growth areas like the cloud and Xbox and search and some of the growth areas that we've talked to you about.  We’re pursuing some of those big growth areas while we're prioritizing our spending in that area as opposed to growing the entire op-ex pie.  And that's an area where you'll continue to see us focus, prioritize, and make sure that we're spending our money in the areas that we think have the biggest growth opportunities for Microsoft while being thoughtful about how we're spending our money internally, and making sure that we're spending it in the right ways.  

QUESTION:  (Off-mike question.) 

BILL KOEFOED:  For those of you on the Web, his question was:  What do I think is the most misunderstood thing about Microsoft by investors?  

A question that Steve actually talks about, that I think I don't get questions a lot on from investors is, our business, a lot like your business, is based on people and making sure that we get the right talent and we have the smartest software people on the planet.  This is something that Steve spends a lot of his time on, as well as the leadership team, is making sure that we get the best software engineers.  To that point, they're working on the most interesting problems and the most interesting and the biggest opportunities for them to go solve.  

I don't think people appreciate the depth of our team, of the people that work at Microsoft because it is a huge advantage.  Steve talked about it last year at FAM.  We're winning -- when we go to campus, we're winning the best engineers to Microsoft.  In research, we're talking about getting some of the brightest and most talented engineers.  Making sure that we're getting that talent is something that's important about not just the short-term for Microsoft, but making sure that we continue to innovate and build it on the most exciting and interesting things out into the future.  

I think maybe it's a little bit off the exact question that you offered, but I think the leadership team or the team in place at Microsoft is important, and frankly, something that I'd say you ought to pay attention, “are we getting top talent?” because it is important.  

To answer your question a little bit more, it amazes me, I think just generally, investor perception about tech.  There was an interesting article in Barrons, obviously, over the weekend about the valuations of tech, and I don't think it's just a Microsoft thing, and you look at the highest multiple of the Dow 30 right now, I'm not sure today, but when I looked at it, I think it was Proctor & Gamble.  

I think it tells you a lot.  If you look back ten years ago and you looked at the highest PE multiple, whatever metric you want to use for multiple, it was mostly tech.  

And so we've gone through this wave of high growth aspirations for tech, and now maybe everybody thinks that tech is not going to grow as fast.  I would tell you, if you listen to our earnings call, if you attended FAM, I would say we're extremely bullish about the outlook for Microsoft.  We're extremely confident in the leadership team, as I talked about earlier, and I think we're incredibly optimistic about the opportunities that we can go out and pursue.  

And at the end of the day, it's all about do we think that there's great opportunities, do we have the right team, and is there a big market out there?  And the answer to those three things are:  Yes.  

QUESTION:  (Off-mike question.)  

BILL KOEFOED:  For those of you on the Web, the question is:  What are our plans for stores?  

I think we have six open today, or we've announced six.  I'm not sure exactly off the top of my head what the number is.  We did also talk a little bit about this at our financial analyst meeting.  We think stores are important.  We think they're important to give the end customer the experience of our products in an environment that we think we can optimize.  We're not going to go -- -- I know we'd like to open more stores, but we've got to get the model right, and I think Steve's been pretty clear that the stores need to make money.  

We’re continuing to grow at a prudent pace, one that we're learning from, and one that we're going to continue to learn from and make sure that we're making the right investments in the right places, but we're going to do it in a way that you guys as investors would think is smart.  

QUESTION:  (Off-mike question.) 

BILL KOEFOED:  Yeah, so the question is about our dividend policy.  So just to be transparent, I think actually Peter might have talked about this at FAM.  Our board makes both capital as well as dividend policy decisions at their September board meeting.  The dividend is something -- you can look at since we established it back earlier in the -- I don't know, decade -- we've grown it basically in line with operating income.  In absence of saying anything more, I think you could expect that as a reasonable policy going forward.  

BRAD REBACK:  We're just about out of time, so thank you very much, Bill.  

BILL KOEFOED:  Great, thank you.  Thank you, everybody in the audience.  

END



