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HEATHER BELLINI:  Good afternoon, everybody.  Hopefully you enjoyed lunch, and are ready for a lively debate with Peter Klein, CFO of Microsoft.  We're honored to have you here.  So, thank you for joining us today.

PETER KLEIN:  Thanks for having me.

HEATHER BELLINI:  Also in the audience is Bill Koefoed, right there.  One thing, before we get started, there is no breakout session for Microsoft after this, so what I was going to do is open it up for Q&A for people who might have some with about ten minutes left in the presentation.  So, if you have anything you want to grab them about, your chance is coming.

I guess, Peter, to start, I wanted to start with some general questions that we get asked a lot about.  Just generally speaking, can you walk us through Microsoft's view on capital allocation, and how you think about changes to the dividend?

PETER KLEIN:  Yes.  Capital allocation, we have a long-term balanced approach.  There are a couple of things we're always focused on, and we've consistently stuck with that in the past, and now.  We definitely are interested in investing in long-term growth opportunities, and we've got a good track record of doing that.  I'll talk a little bit about some of the progress there.  We've definitely had a track record of returning cash to shareholders, both in the form of buybacks and dividends.  And, of course, we have a strong financial position, strong balance sheet, which has been a relative strength for us, particularly when times get more difficult, like three or four years ago.

In terms of investing for growth, one of the things that you tend to see, it becomes more visible particularly right now, as we head into a product cycle is the manifestation of how we've been investing.  And we've tried to do that in a very balanced way, in a very prioritized way, as you've seen form our operating expenses over the course of the last three or four years, but we feel incredibly well positioned in markets that have great growth opportunity with really compelling products, and differentiated value propositions.  So, we feel good about the balanced way we've been investing in long-term growth, which I suspect shareholders are looking for that long-term growth.

In terms of distributing cash back to shareholders, it's definitely been the case over the course over the last year or two, we've pivoted more towards dividends than buybacks than we historically have, in large part due to feedback we've gotten from the investment community.  And we think that's been pretty well received cumulatively over the last two years, we've increased our dividend over 50 percent.  And so, we try and be responsive to what we're hearing from investors, and delivering cash back to shareholders.

So, across the board we've tried to maintain a balanced approach through whatever economic cycle, and throughout whatever product cycle, and stay true to that.

HEATHER BELLINI:  And are there metrics that you look at about what causes you to raise a dividend?  I mean, what are the benchmarks that you use to kind of decide when to progress it forward?

PETER KLEIN:  Yes, there's a set of things, so there's not one thing.

HEATHER BELLINI:  Right.

PETER KLEIN:  Obviously, you look at your operating income growth and your payout, and that's sort of one key thing that you look at.  And, in the past, we've tended to look at that and to operate in step with that.  You look at your cash, where it is, whether it's overseas, whether it's in the U.S.  But, just a whole number of factors.

HEATHER BELLINI:  And do legislation changes have any impact on the board's thought process there?

PETER KLEIN:  Potentially, clearly if you have more cash available in the US that changes the dynamic somewhat.

HEATHER BELLINI:  Or taxation policies related to dividend.

PETER KLEIN:  Correct.

HEATHER BELLINI:  Okay.  The other thing, since the downturn as you mentioned three or four years ago, when cash was something everyone wanted to hold onto.  But, looking at what you've done with operating expenses.  People used to complain about Microsoft investing in everything and not having a lot of cost discipline, and I think you guys probably get an A-plus from shareholders since that time period, in terms of how tightly you've been managing the growth in OPEX.  What would be the things that would cause kind of recent history to change, where you might have to start investing more aggressively again?

PETER KLEIN:  It's hard to speculate about that, because the fact of the matter is we actually feel well positioned and well invested.  If you think about it, we have a pretty broad portfolio of assets that we think tie together very well.  We see enormous growth opportunities, across all of them over the next three-to-five years.  And so really it's more a matter of staying true to that, making sure we're allocating resources to the right things at the right time.  Making sure we're being as efficient, every day in the things that we do.  For right now, we're invested against a pretty full set of things, with lots of opportunity still to come.

HEATHER BELLINI:  Okay.  So, while people used to fixate on OPEX, and I think feel much more comfortable on that now, now the attention seems to have turned towards COGS.  You cloud business has been growing very rapidly.  How should we think about the growth trajectory there?  When will you share more details about how impactful that is, from a percentage-of-revenue standpoint, and then I guess as a corollary, how do we think about how that changes how we have to all think about COGS in this room?

PETER KLEIN:  Okay.  I'll try it.  That was a multi-part question, so keep me ‑‑ you have the mike now.  So, keep me honest.  Clearly, over time a lot of the growth opportunity we see in some of the new businesses have different gross margin characteristics than some of our older businesses, whether that's hardware in the Xbox business, or cloud services.  And over time as that mix is increased, that has an overall impact, on our gross margin and COGS profile as a company.

Within each of those things, the characteristics are improving as we scale out the businesses.  Take the Xbox business for example.  There's multiple components of the revenue in the gross margin that you generate.  Some is hardware.  Some is software.  Both first party and third party.  And increasingly services with Xbox LIVE and entertainment.  So, over time, as you build out the platform of install base, you can improve your margin profile by delivering services on top of the hardware.  So, that gets better all the time as we build out that install base.

On the cloud services, particularly to say something that's further along like Office 365, we're already starting to see the benefits of scale that you get with that, and so that will ‑‑ while it will become a bigger piece of the Office business all up, it's economics will get better over time.  In terms of your question about how we talk about it, I think progressively we've done more and more.  We gave a more specific outlook on COGS to start giving people a sense of how that will progress.  And I suspect that overtime, as that becomes a bigger and more meaningful piece of the business, we can get even more specific and proscriptive about the COGS profile.

HEATHER BELLINI:  Do you see over time kind of breaking out how the cloud is driving your business?  Xbox, it's pretty visible, and the EDD line, but for the other business segments, give us a sense of how the revenue is shifting?

PETER KLEIN:  Sure.  From a disclosure perspective, we'll always talk about what the material drivers are of the financial performance.  And so, as that increases, we'll definitely do that.

HEATHER BELLINI:  Okay.  And moving the topic to Windows 8, because I think that's what everybody has also been fixated on of late.  Can you walk us through, we've got the Windows App Store launching, I guess, at the end of this month at Mobile World Congress.  What are going to be the proof points that you're going to be looking at internally to kind of judge the momentum behind that?  And I guess also, you're calling it the consumer preview, why the change?

PETER KLEIN:  Good question.  It's probably helpful to step back for a minute just to give context all up.  If you think about Windows, and what's unique about Windows, it's its flexibility and breadth can deliver the most complete set of experiences and scenarios across a variety of form factors, and architectures.  And if you think about Windows 8, what we're doing is we're really taking that to the next level as we re-imagine Windows 8.  There are a lot of new things that are in that.  There's new chip architecture, there's new form factors, there's new user interface.  And there's a new way to deliver both first and third party applications.

What we've done over the last year is try and bring people along on that process.  It was over a year ago at CES, as you probably recall, we talked about ARM architecture for the first time.  And then later in the year, we're starting to show what the user interface would look like, and the Metro style design.  Certainly we took that to the next level at BUILD, and this gets to your consumer preview question where we released the developer preview, which is when we really started getting developers to understand what it was going to be like to build and sell applications on Windows 8.  We started to talk about the store.

Now, we are talking more about what Windows on ARM means, and to your point we're very excited about the consumer preview.  And the consumer preview is called the consumer preview to differentiate it from the developer preview.  And so, if you think about that process, it's really been intended to make it very clear, and let people absorb what's new in Windows 8, and why it really builds on what the traditional strength and value proposition of Windows 8 has been.  But there's a lot new, and so you have to get OEMs, chip manufacturers, and developers, and consumers along the way.

HEATHER BELLINI:  So, what do you watch then after that comes out?  Is it the blogs?  Are you paying attention to the blogs, and what the feedback is there?  Is it the number of independent software vendors porting to Metro?

PETER KLEIN:  It's all of that, right.  There will be a lot of quantitative feedback we get from people as we always do, and qualitative, broadly, who use the consumer preview.  We'll get a lot of feedback from the developers, as you can imagine.  We have a very well developed rhythm for how we engage with the developer ecosystem.  We'll get a lot of feedback from that.  I agree there will be a lot of influentials and other people commenting on blogs, and other pieces.  So, I think there will be a ton of sort of listening signals that we'll get, and we'll triangulate and use all of those.

HEATHER BELLINI:  And who do you see the cycle impacting first?  I mean, with Windows 7, because of Vista, it hit the enterprise market immediately, and consumers at the same time.  When you look at Windows 8, given how successful the Windows 7 migration has been going, how do we think about it impacting the different pools?

PETER KLEIN:  It's a great question.  I actually think it's going to be broad, because one of the values of Windows 8 is we that think of people in terms of users as opposed to consumers or businesses.  And I think one of the great values of Windows 8 is going to be the breadth of experience that you get on it.  You'll have very good consumption experiences that you tend to think of with tablet-like devices.  You'll get great productivity experiences, and line of business applications.  And so, I think it's actually going to cross both what you'd call the consumer use, or at-home use, and business use.  And potentially get traction in both places.

HEATHER BELLINI:  And how do you think about marketing to the consumer population, or enterprise, either user, between ARM and the Intel architecture?  Is there a difference in terms of, you know, if you're going to Best Buy to buy a machine, and you're talking to one of their sales people, what do you have to think about when they're talking to that user?

PETER KLEIN:  There maybe on the margin, but fundamentally, no.  If you think about it, Windows on ARM just builds on the fundamental experience you get from Windows.  You'll get all the same great applications like Office.  Developers can build applications using the APIs for the Metro style for both x86 and ARM devices.  So, I think fundamentally there will be some unique experiences you get from the form factor, and how the hardware and software works together on ARM.  But fundamentally, from a Windows marketing experience, I think Windows marketing will tell the all-up story, and that will be relatively consistent between form factors.

HEATHER BELLINI:  And then, one of the other questions that's come up a lot is legacy applications within an enterprise, when we are talking about an enterprise user, and the ability for those to run on an ARM architecture.  Can you walk people through how that's going to work, or whether you'll still be steered more towards Intel for legacy apps that aren't being rewritten?

PETER KLEIN:  Yes.  I think the way to think about it is, there will be a great experience for developing new applications across ARM and x86.  I think there will be some cases where it will be easier for legacy applications on x86, at least initially, but that's more of a temporal thing than a long-term thing.

HEATHER BELLINI:  And so, over time, you would expect the legacy apps to be rewritten.

PETER KLEIN:  Yes, most likely.

HEATHER BELLINI:  For Metro?

PETER KLEIN:  And that will happen over time depending on the app, depending on the company, and depending on what's going on.

HEATHER BELLINI:  Okay.  I guess one of the other thoughts that comes up is, the operating system marketplace, and all of the things it used to touch, people used to just think of what you got for a Windows license, the revenue received.  And it seems like the potential for this market, for operating systems in general, and the things that it touches should be even bigger today looking out than it was over the last ten years, despite the fact that there might be more competition in areas like tablets.  Can you talk to us about how Microsoft is thinking about it?

PETER KLEIN:  Sure, absolutely.  One of the things that gets exciting about both what we're doing, and what's happening in the marketplace is we see incredible growth opportunities across the breadth of what we're doing.  In fact, we talk about it in terms of devices and services, which I think is actually maybe a better characterization of the future than, say, just operating systems.  There's an explosion of devices.  There's an explosion of the type of experiences people want, and that encompasses things like search, and cloud services, and entertainment.

We talked a little bit about this at our Financial Analyst Meeting last year, where we looked at sort of the market dynamics, and the factors that are causing growth over the next, say, three to five years, and we see really double-digit growth consistently across the board in everything that we're involved in, which is more broad, to your point, and they all relate to each other.  There's a certain cohesion to everything that we're doing.  There's a set of experiences people want when they interact with a device, and that many of those are delivered on the device itself, and many of those will be delivered as a service over the cloud.  And having that complete set of experiences, we think, means incredible growth opportunities for us.

Now, we have to execute.  Again, back to your point, when there's great growth that draws in competition, and we've seen that.  But what we want to do is, job one is to make sure we're allocating against really compelling growth opportunities; job two is to make sure we deliver a differentiated value proposition against that.  But, the opportunity we're incredibly excited about as far as the eye can see.

HEATHER BELLINI:  Tim Cook was here yesterday for lunch, and he talked about iCloud having 100 million users.  You actually had SkyDrive well before.  I'm just wondering what you see as helping to have SkyDrive take off maybe in a similar fashion, and is it a collection of all these devices communicating together that's going to do that?  And how important is it?

PETER KLEIN:  I think what's more important than a specific product, or a specific functionality is, do we have a great story for users across when they're at home, or on the road, or at work, or a set of services, and a set of experiences that they get, however that gets delivered?  And I do think over time for us that's coming together in a more cohesive way, and I think you'll continue to see that with Windows 8.  And I think about it less from a product perspective, and more from an am I getting the communications, the calendaring, the e-mail, all the experiences that I want.  Can I find my photos?  Can I find my video?  Can I find my music?  All those kinds of things.

HEATHER BELLINI:  What do you say to people who tell you, all right, it's too late for Windows Phone?  The market has already moved away, you have Android and Apple with all this share, because it's an important part of this integrated services strategy that you talked about.

PETER KLEIN:  Yes, well, certainly there's no historical precedent for saying it's too late on the phone.  That market changes a lot over time.  And everything that we see, we have great relationships with OEMs, with carriers; everybody really wants a successful third ecosystem.

HEATHER BELLINI:  I was also wondering if you could share with us what you think you learned from Windows over the last decade that you've applied to your mobile strategy, whereas it seems to me that Android seems to be solving for the lowest common denominator, which people used to accuse you guys of, and maybe that's why people weren't necessarily always as happy with the experience.  But you almost gave us too much choice; you gave us too many things to choose from.  What have you learned with mobile?

PETER KLEIN:  We've learned that not only from Windows, but even just in the mobile business, and we've fundamentally changed our approach a couple of years ago when we released Windows Phone 7, and we think we have a really good model which is kind of the best of both worlds, where you have a diversity of devices, and geographies, and distributions, but you more closely control the experience and where the software and the hardware comes together.  You have a much more consistent user experience.  You have a much more consistent developer environment.  And we think really is super-helpful for the ecosystem.

HEATHER BELLINI:  Can you give us an example of that?  I mean, pick whatever OEM, I don't know whether it's Samsung, or pick whichever one you want, you don't even have to name them, but when you think about the relationship you used to have with them on the Windows operating system side for the PC versus the phone today, and how is that going to help differentiate you even more versus Android?  If you can give us some tangible examples.

PETER KLEIN:  I'm trying to think of something specific.  I actually think we've evolved both on the PC as well as the phone.

HEATHER BELLINI:  Right.

PETER KLEIN:  And I think what we've learned is, if you can have a more consistent end user experience and control that, it delivers a much better end to end experience.  I can't think of sort of one specific.

HEATHER BELLINI:  I was just wondering if it's limiting screen size, or the chips that you use.

PETER KLEIN:  That's a good one.  Certainly from a performance perspective, you can certainly much more tightly control the speed, what we call speeds and feeds, what sort of the user interface looks like, the touch experience, all those kinds of things you can control.

HEATHER BELLINI:  And how about controlling the app store?  One of the things we hear a lot about is malware on Android apps is actually really high.  And how are you thinking about kind of controlling the app experience to make sure that doesn't happen?

PETER KLEIN:  I think we have a long history of working with developers and ISVs in controlling application delivery and application development.  So, I think we'll apply a lot of what we learned over decades, frankly, working with developers, to control that marketplace a little better.

HEATHER BELLINI:  One of the things that we've picked up from talking to CIOs is that Windows 8, and even with Windows 7 there seems to be an up-tick in the number of people willing to sign, now, enterprise license agreements related to Windows, whereas, before that would happen on Office and it would happen with Server and Tools, but maybe wasn't something everyone always did with Windows.  How do you see a more predictable development cycle, and I think you guys have proven thus far, how do you see that changing maybe un-tethering you from the PC shipment cycle to the same extent, if you will, five years ago?

PETER KLEIN:  Yes, I think over time we've done a good job of thinking about what are enterprises and CIOs looking for from the operating system platform, and there's a few things.  Number one is how does it work with everything else, to your point.  Predictability, but there's a set of services that are unique to businesses, in terms of access to applications, how do you optimize your desktop, how do you provide security and manageability, and those services that you get when enterprises sign up to commit to the platform, to an enterprise agreement, has proven to be pretty compelling.

It's a relatively, as you know, smaller piece of the business.  But, it's something that's been growing relatively faster and I think over time, to your point, as it gets more predictable and you have a set of services, which are really important and compelling for CIOs, in terms of how they manage access, their devices and data.  That's an increasingly important issue, which plays well into what we do.  The need for CIOs to be able to manage access, not only to applications, but to data is critically important, and something we're focused on a lot.

HEATHER BELLINI:  Okay.  If you think about piracy, so think now 60 percent of PCs are consumer shipments and a lot of that is happening in emerging markets, as you guys have talked about for a while.  How are you doing on the piracy front?  What progress could you make on Windows 8?

PETER KLEIN:  We are making progress.  As you know, it's a long, hard, complicated battle.  We don't ‑‑ it's not up and to the right every quarter, but the long-term trend has been good.  But, it's incremental.  And there are no silver bullets to piracy.  We do get better with every release, and there's a whole host of things that we do.  There's technology answers.  There's regulatory answers.  There's sales and marketing, distribution, pricing, all those things.  I think our history has shown that with each succeeding release of Windows we get incrementally better and I hope and expect that would be the case.  But, it would be unfair to say that there's some quantum leap that's coming.

HEATHER BELLINI:  Is there anything with Windows 8, or with the App Store that will help kind of more subtly drive that down, because to get updates people are going to need to be connected, or maybe to download a new application.

PETER KLEIN:  It's possible.  I mean, you would expect that would be the case, but we'll have to see when that happens.

HEATHER BELLINI:  Right.  Okay.  And we talked a little bit about this, and Bill and I had this debate whether it's three-screens, or four screens eventually that you're fighting for, if PCs and tablets are the same category.  Ultimately I don't know that it really matters.  But, how do you see the reach of Microsoft products, even when you think about the living room kind of expanding and how you can change the experience for people.  So, you can tether people in a good way to the Microsoft suite.

PETER KLEIN:  Exactly.  What we're trying to do is develop a complete set of experiences across all device types, whether those are TV, tablets, PCs, phones.  Whatever, I agree with you.  It's unclear exactly what the ultimate sort of device spectrum will be.  But, across all those devices how do you have a set of experiences that's consistent, that goes from one to the other, that has the most complete set of things, no matter where you are, or what you're using.  That's a key part of our strategy.  So, we absolutely, in everything that we're doing, and I talked about the cohesion that I think that has actually come together very nicely over the course of the last couple of years.  If you look at ‑‑ just look at Xbox LIVE and using Bing voice search to access your content, which now includes entertainment as well as gaming.  If you think about the phone and sort of all of our assets on the phone whether that's Office, or Bing, or Xbox LIVE and you can see that starting to sort of play across all of our devices.

HEATHER BELLINI:  And I was going to ask even further how Kinect and Skype fit into that picture.

PETER KLEIN:  Sure, let's talk about Kinect.  Certainly we think about natural user interface broadly, and gesture and motion detection is one piece of that.  Voice is another piece of that.  Touch is another piece of that.  And as you know we've just released the Kinect SDK for Windows.  So, we see gesture as being broadly applicable across all devices and different kinds of experiences.  So, we're super excited about that, as we are with any type of natural user interface.  You probably heard us talk about that at various FAMs in the past.  It's super-important and might be getting even more compelling in the future.

If you think about Skype, and if you think about Skype, and if you think about trying to deliver in a compelling set of experiences across devices, I think the most fundamental experience really across devices is communication.  And the value of communications is having the most number of end-points and having the most complete set of experiences.  We've been thinking a lot about it for mail, to messaging, to voice, to video.  And Skype really extends that across all of our assets, whether it's with Lync in the enterprise, or with Xbox LIVE.  I think that's something that really ties together all of our devices with a scenario that's probably as universal as any.

So, Lync is, I think, one of the fastest growing products you've had in a while and you obviously made the acquisition of Skype.  Can you walk people through the use cases for each of those in the enterprise?  When is Lync the right one to use?  When is Skype the right one to use?

PETER KLEIN:  Yes, think of them as sort of amplifying each other.  Lync is compelling in a number of ways for what it does in the enterprise, but it's limited to inside the firewall.  So, we can't use it with somebody outside the firewall, outside of Lync.  Skype really extends that now to everybody that you want to communicate with, whether it's a partner, customer, or another end user.  And so it makes the value of the combined communications network that much more valuable, because it creates more end points, and it creates more scenarios in terms of the use of voice and IM and presence, and email and bringing that all together and integrating that ultimately with new productivity.

HEATHER BELLINI:  And does that get enhanced, are you guys enhancing the security aspect of that to give it a broader reach?

PETER KLEIN:  Yes‑‑ we haven't talked too much about the product integration, we will.  As you can imagine, we just closed the acquisition several months ago, and we're working hard on the product integration not only with Lync, but with all the other products.  But, yes, you should think of Lync and Skype bringing together the best of the both of them.

HEATHER BELLINI:  And when we think of the impact this could have on the Office business, is it ‑‑ would you say it's similar to when you came out with SharePoint?  Is Skype being integrated in Office as powerful as when SharePoint was integrated into Office?

PETER KLEIN:  I think that's probably a pretty good way to think about it.  Backing up, we had an incredibly intentional vision and strategy about productivity whereas, one sort of standalone application, the Office Suite of applications, Word, and PowerPoint, and Excel.  Our view was that productivity was actually going to be as much about communications and collaboration as anything else.  And that's what led to Exchange, and SharePoint, and Lync, and I agree with you completely as we continue to add to that.  And I think that's what's driven the performance of MBD, the business division, which is Office and SharePoint, Lync, and Exchange and Dynamics, as much as anything.  It's that vision and how those things work together, and you're 100 percent right.  Skype just continues to build on that.  And there's still a lot of runway with Lync, obviously.

HEATHER BELLINI:  Right.  Office on tablets, let's chat.  There's tons of people in the audience here, whether they're working on an iPad, or an Android based tablet.  I think there's probably not that many of those, but anyway, how do we think about getting Microsoft products into everybody's hands?  How do we think about maximizing the value of MBD?

PETER KLEIN:  The first I'll say is, Office ‑‑ we have an awesome Office experience across all Windows devices.  So, that's something that's been cleared out, we talked about recently.  We're super-excited about Office 15, whether it's ARM devices or X86 devices, whether they're tablets, desktops, laptops, you’ll have an amazing Office experience, which is it's really one of the things people want.  Right.

The one thing we've learned over time, and certainly in the last couple of years, it's the world's best productivity tool and that's what people want.  And Office is, has been, and will be where people do work and we have lots of examples of Office for Mac, and Office on phones, and Office on the web.  We deliver Office in the ways that people want it.  And where they do work.  And we'll continue to do that.

HEATHER BELLINI:  So have you not been asked?  Is there feedback from users that you don't need to have it on things like iOS on the iPad?  I mean are you not getting enough people saying, hey, we really want to have Office on here, and therefore?

PETER KLEIN:  We get a lot of feedback.  People love Office and I think they are looking for a great tablet experience with Office and they will get that for sure.

HEATHER BELLINI:  Online services comes up a lot and you've done, I think, a good job of holding the line on costs, and taking costs down.  Can you talk to us about how we should think about profitability in that segment?  What can you do to help drive top line ‑‑ what can be done on the OPEX and COGS, the collective expenses of that business unit, how do we think about all that?

PETER KLEIN:  Yes, I know, it's great.  Clearly, the most important thing we need to do to drive the long-term economics and profitability is to continue to accelerate growth in the top line, the top line being gross margin, let's call it.  That's the most leverage, obviously.  We've talked about there's lot of fixed investment in that business.  To your point, I appreciate that you noticed, we've tried to do a really good job of managing that.  But, what we need to do is continually to monotonically increase our share, and our revenue per search.  And revenue per search is clearly the most leveraged thing we've been working really hard to continue to grow that.  And that's the most important thing to do now.

So, the most important thing we need to do is to make sure we continue to invest in a really great product, and a set of services that differentiate things, like the partnership with Facebook and how social integrates with the search experience and to build a different, and in some ways better experience with Bing than you can get with other search engines, and how that integrates with our other assets, and really builds usage.  But, it has been and continues to be the primary objective to make sure we're building a great product to grow our share and to work hard to grow our revenue per search.  And that's the most leveraged thing you can do for profitability.  And I do want to add that we'll continue to manage the cost base as tightly as we can.

HEATHER BELLINI:  Right.  But, it also serves a greater purpose for the entire company, right?

PETER KLEIN:  Absolutely.

HEATHER BELLINI:  So, it's not just ‑‑ although it's in separate segments.  It feels like it touches a lot of the other ‑‑ 

PETER KLEIN:  It completely does.  It's a very strategic asset.  It's a very rare asset and it really does enhance the value of all of our other assets.  To get back to your question before, of how you think about growth in what traditionally had been operating systems.  If you think about a platform, it includes a lot of things and one of the things it includes is data.  And certainly part of that data is the web, and understanding the web.  And so really having technology and an asset that can understand the web and does deliver use cases based on that is super valuable.  And that will get realized in other areas.

HEATHER BELLINI:  I'm going to see if anyone has any questions.  I can't see who it is, so I apologize, but right up here in the front.  The lights are pretty bright, and I think there's a question right behind him as well.

QUESTION:  Hi, thank you, Peter.  I'm curious to hear your thoughts about how the acquisition of Skype could be the transformative event for Microsoft becoming the telco of the cloud.  Similar to the way IBM transitioned from a hardware to a services business in the '90s, Microsoft seems to be at the beginning of a transition to becoming a cloud company.

PETER KLEIN:  Yes.  Great question.  I'll go back to, if you think about how the world is evolving, and our approach to it, we think about it in terms of devices and services, and certainly services, a lot of those services, are cloud services.  And what's really exciting about Skype is, it's a really compelling and popular service that people around the world use, and they're very engaged with it.  And so, if you think about our approach to developing and delivering a set of really compelling experiences and services across a range of devices, you're 100 percent right that Skype absolutely accelerates what we're doing there, which is why we were so interested in it, why it was so on-strategy, and why we think it can help us really accelerate what we're trying to do, which is deliver that set of experiences.  And, as I mentioned to Heather, communications is probably the most fundamental experience you get across devices, and having that in voice and video is super-compelling.

QUESTION:  I had a question related to Windows Phone.  Windows Phone 7 has been in the U.S. market already for a year with your partners, HTC, Samsung, and the response has been muted at best.  I'm curious, with the upcoming launch of Nokia and AT&T, how will things be different than this earlier launch?

PETER KLEIN:  No, it's a fair question.  Certainly, since we launched Windows Phone 7, qualitatively we've been super happy with the response.  Consumers really like it who use it, reviewers have really liked it.  It's gotten good critical reviews.  And what we really need to do now is, to your point, is to accelerate sales and customer adoption, and that is where the partnership with Nokia really comes in, and it's why we did that last year.

We think partnering with them to focus on a really great hero device, and to really take advantage of their distribution, both in the U.S. and globally, is super exciting.  We're really exited about the launch of the Lumia 900 in the U.S. with AT&T on their LTE network, and I think focusing on a select number of partners, like Samsung, HTC, and others, and Nokia, with new great devices, and working closely with the carriers and retailers is what we need to do to accelerate customer adoption.

HEATHER BELLINI:  There is one right here.

QUESTION:  Thanks, Peter.  I know this is a small part of it, but how does retail and the retail strategy become more important here with Windows, and with all these devices being under one broader platform?

And I'll give you a small example.  In the town that I live in, there's a Microsoft store right across the street from the Apple store.  And there's a lot of great Dance Dance thing going on where people are using Kinect to do that, but they're not really showing us how to use Kinect as a home media gateway, and I know that capability is there.  So, it seems like the products are getting better, but people don't necessarily understand how to use them.

PETER KLEIN:  It's a good question.  Distribution is always really important.  In fact, distribution is becoming more diverse across the whole landscape.  Retail is a very important piece of that, and one of the reasons we've been building retail locations, to your point, is to really help people understand and get more familiar with our technology, and the devices that you can get, and experiences that you can get.  So, clearly, the goal is to do that, and I feel good about the response that we've had.  It sounds like there's more we can do in that particular location, but you are correctly assessing what we're trying to do.

It's really important to make it visible to people so that they can really touch, and feel the technology.  I do a lot of this, right, and I get a lot of questions about, what's your strategy, and when you talk about it conceptually it's super important and super interesting, but there's nothing that replaces the visceral response you get when you can actually touch, and play, and experience technology.  And that's where I think retail has a really important role to play going forward.

QUESTION:  Peter, I would like to return to the capital allocation question for a second.  When you look at Microsoft, after dividends, after buyback, you generate almost $10 billion per year of free, free cash.  I know a lot of it is out of the U.S., and you're constrained, but over time it's just going to crush return on investment.  What ways can you redeploy that cash to benefit shareholders?

PETER KLEIN:  So, while the details will change, I'll go back to the conceptual framework, which I think is a good one and one that we've been thoughtful about, and has balance associated with it, and has a long-term view.  We're always looking to make sure we're investing appropriately in long-term growth opportunities, and it's great that I, and others, see sort of secular growth opportunities in the markets that we're in.

We're always looking at ways within whatever constraints we have, whether it's foreign cash versus U.S. cash, to distribute cash back to shareholders in the ways that they want it, and we'll look at that, we'll always look at that going forward.  We think a lot about that very carefully.
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So, I don't think the approach would change.  And at any point in time, it's great to have a set of really consistent guiding principles because no matter what, it's always good to be able to fall back on a set of guiding principles, which we've had, and which we think are balanced.  And then, over time, if particular circumstances change, we'll always revisit that, and always think about that appropriately, as we have in the last couple of years with the dividend.

HEATHER BELLINI:  I think we're about out of time.  Peter, thank you very much.

PETER KLEIN:  Thank you very much.

Thanks everybody.  (Applause.)
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