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ADAM HOLT:  Good morning, everyone.  Thank you for coming.

As Julian suggested, I run our U.S. software practice at Morgan Stanley.  And as I think about this time of year, and looking into calendar '12, we start to think about what the most important trends in software and technology are going to be that shape the investment landscape.  And for our group, there are a number of major, major secular changes right now in this space, ranging form virtualization, the rise of social computing, the rise of cloud computing, the new form factors, and creating new opportunities for application delivery.

And there is no better company than Microsoft cutting across all these different kinds of opportunities and markets.  And from Microsoft there's probably no better person to talk about the diversity of opportunities than the General Manager and Head of Strategy, Charles Songhurst.  We're also fortunate enough to have Bill Koefoed, who is the General Manager of Investor Relations as well.  So we have a pretty good perspective here from Microsoft.

So, thank you so much for coming.

Why don't we maybe start with that kind of general question.  As you look into calendar '12, what do you think are going to be the most important divers for Microsoft from a top down perspective?

CHARLES SONGHURST:  I would say it's obviously the continued performance of our core businesses, Windows, Office, and Server.  You're seeing a lot of interest in Xbox LIVE, we've got 35 million install base.  We're doing a lot more there in content.  We're doing a lot more there with using Kinect as a means of controlling Xbox LIVE, and we've talked about that in the last few days.  So, those are some of the big drivers for us.

In the technology industry as a whole, you're going to continue to see capacitive touch as an input method.  You're going to continue to see the rise of social gaming as an important area.  You're going to see the transition to the public cloud continue to accelerate, and that's going to be a profound shape of the tech landscape.

ADAM HOLT:  So, you touched on a couple of product areas.  Why don't we start with Windows and kind of work our way down through the different segments.  Windows 7 has been a very successful product release.  Maybe for the audience, where do you think we are in the upgrade cycle around Windows 7, and how are you thinking about managing the transition to Windows 8?

CHARLES SONGHURST:  So, this will be the topic I can probably say the least about, because we're very careful in what we say about Windows 8.  I would say Windows 7 has been an extremely exciting product release for us throughout the cycle.  It's been very compelling, both compared to Vista and as a standalone product, and we believe Windows 8 is going to build on that over time.  And we're excited about it.  That's really all I can say.

BILL KOEFOED:  Just to give some Windows 7 statistics, Adam, I said on the earnings call last quarter that we're somewhere between 25 to 30 percent of corporate PCs that have been upgraded to Windows 7.  So, there's still a pretty big opportunity to move XP to Windows 7.  As a matter of fact, I saw in one of the side rooms, somebody is still running XP, which continues to pain me, but XP will end of life in April 2014.  So, we have a pretty good ramp to get people up to Windows 7 in that period.

CHARLES SONGHURST:  It's worth mentioning for both of our franchises, the biggest competitors always have predecessor versions, and that's been the dynamic Microsoft has had for 15 years or so.  When people talk about our competitors it's always worth remembering that we're always first and foremost competing with our previous version of our own product.

ADAM HOLT:  Just maybe a follow up on that corporate upgrade, because I'm actually starting to get more questions about this as the end of XP is effectively in sight.  Do you expect to get 100 percent of your installed base on Windows 7, or Windows 8, or will there be 5 to 10 percent that just never upgrade?

BILL KOEFOED:  That's tough to say.  Obviously, our goal is to get 100 percent, but will you ever get 100 percent?  It's unlikely as there will be somebody somewhere who won't.  But, I'd say the vast majority on the corporate side will want the things like the security and other features that you get with Windows 7.

ADAM HOLT:  Okay.  And just a couple of more questions on this, understanding you can't say a whole lot about Windows 8, but you did mention capacitive touch as an important driver in the marketplace.  And obviously, that's part of the focus with Windows 8.  Can you talk maybe more broadly about how you expect to differentiate on tablets over the next several years?

CHARLES SONGHURST:  Again, it's difficult, because we really don't talk about Windows 8.  The thing I'd say is we do have a developer preview that's out there and you can look at developer feedback and you can download that product yourself if you have a touch-based device.

BILL KOEFOED:  We have said there were 2 million downloads in the first week or two.  That's a huge number of mostly developers that are downloading. 

ADAM HOLT:  All right, okay.  And maybe just shifting gears and I'll use the tablet theme, but use this as a bridge to Office.  Some of the local media, actually, in the UK has been talking a lot about office moving to the iPad.  What are your views around Office on the iPad and maybe use that to talk a little bit about how you're thinking about Office and then also Office moving to the cloud?

CHARLES SONGHURST:  You've always got to be very strategic about decisions you make about whether you don't put your core applications on your platform or on other platforms.  We'll continue to think strategically about that going forward.

ADAM HOLT:  Okay.  Just in terms of Office 365, then, maybe shifting gears a little bit, the traction has been pretty significant, faster than I would have expected.  Why do you think that is and maybe talk to what you think 365 does to your market?

CHARLES SONGHURST:  You're seeing part of a very large transition to cloud-based apps and Office 365 is right in that, and it is obviously a compelling value proposition.  What you're starting to see is a large amount of untapped opportunity.  So, if you think about the small business opportunity, you've often heard of small businesses buying Office Student, or using shared copies, and not being able to fully exploit the opportunities to use IT to revolutionize the way they do business and move to digital distribution. The move to a cloud-based service really lets you get to customers that you couldn't have gotten before, and it lets you get to those customers in a much deeper way.  So they get to experience more and more scenarios, more and more applications.  So, what you're seeing is the democratization of software and a market that naturally structures for greater penetration and that's good for us.

BILL KOEFOED:  Just to throw out another statistic.  I said on the earnings call 80 percent of the small businesses that were upgrading to Office 365 added SharePoint and Lync.  Those are services, to Charlie's point, that small businesses didn't have access to before.  And those are phenomenal services that as you know, a lot of larger size businesses have adopted.

ADAM HOLT:  So, there is a perception that a lot of people have Office already, and that the incremental opportunity may be a little bit harder for the average person to see, where do you see the market opening up?  Is it piracy reduction, is it expansion of the SMB market, does 365 enable you to get new geographies?

CHARLES SONGHURST:  That's a great question.  It's two or three trends you can point out there.  The first is, that there are a lot of new scenarios coming on, and when people think Office, they think of Word, PowerPoint, Excel.  You're starting to get SharePoint as a much wider, broader experience, inside of the larger enterprise and also in small business.  You're starting to get Lync, which brings video and a COM suite into the business.  So, you're already moving outside that core Word, PowerPoint, Excel, which is the mental image of Office, to a much wider set of applications and services.  And that happens all the way from the consumer to the largest of enterprises.

Then you've got a natural tailwind with the reduction of piracy at the time.  I'm not sure what statistic we give on piracy, but I know that reduced Office piracy would have a very significant impact on our revenue and profit.  Developed market piracy for Office is higher than many people think.  So, as you move to a cloud-based service you get a natural reduction in piracy.

If you look at the videogame business as an analogy, you've seen piracy reduced as games have moved from being purely client-based to using a server to manage the multiplayer component to the game.  You've got the same transition.  You can pirate a copy of software.  It's much harder to pirate something that is a cloud-based service with cloud storage that runs through Microsoft service.  So, that's a long-term tailwind for that business.

ADAM HOLT:  While we're on the Microsoft Business Division area, this sector will arguably be touched the most by the Skype acquisition.  Can you talk a little bit about the strategy behind Skype and what you think it's going to bring to this product family?

[bookmark: _GoBack]CHARLES SONGHURST:  E-mail is a good analogy to the video business.  So, if you look at the e-mail industry, the consumer e-mail business has always been one where the core products are given away for free.  So, you look at Hotmail and its competitors like Yahoo and Gmail, and then you look at the business side of e-mail.  You look at Outlook and you look at its competitors.  That's always been a very good and very profitable business for Microsoft.

You're going to see the same dynamic in video where consumer video conversations have the same dynamic as consumer e-mail.  It's a product that is free, and it's likely to stay free.  In the enterprise you've got a very compelling opportunity around archiving and authentication.  There's a stat that's approximately 29 percent of Fortune 500 employees use Skype without it being installed from their CIO.  So, if you think about giving the CIO the ability to archive those conversations, to authenticate them, to have the same controls over that conversation that they do over their e-mail, that the employees have, you'd have a very compelling proposition.

ADAM HOLT:  One last question on this group and then I'll turn to online services.  You have some very successful software as a service assets in the Business Division, with Dynamics, you talked about Office moving into the cloud.  Do you think we should expect to see Microsoft continue to roll applications into the cloud over time, or is there some sort of a finite limit where you don't want to put the ERP capabilities into the cloud, or there's some sort of use cases that may not work as effectively.

CHARLES SONGHURST:  That's a great question.  The first thing I'd say is it's interesting how little people look at that part of our business.  We tend to get a lot of focus on the consumer side of our business.  If you look at things like Dynamics over the last few years, it's been a compelling area of performance for us.

The second thing I'd say is that I don't think there is a natural limit to how much can move to the cloud.  If you look at some of the independent ERP providers, there are companies out there doing ERP as a cloud-based solution, and you've got a lot of balance and trust to make companies really feel comfortable to put their mission critical software in the cloud.  I think that will happen over time.  And there will be two or three carriers that do that in the market, you'll get successful installs, and you won't have a security crisis.  And that lack of crisis will help to catalyze the market to be forward.

You're obviously going to get a transition to the cloud where people's second-tier apps, where they're more cost-centric, are going to be the things that move first, and they're going to move mission-critical later.  But ultimately, if you look at the economics, very large data centers and centralization of servers by public cloud provider are so much cheaper on a per-server basis, that when you think of the long term economics for the customer, moving to the public cloud for almost any given app is so compelling we think that will happen.

ADAM HOLT:  And how do you think about Microsoft's core advantage?  I mean, I can think of a few, but from your perspective, once you get past scale advantage, how do you think about Microsoft's advantages in cloud-based applications?

CHARLES SONGHURST:  One of the advantages we've had potentially versus some competitors in this space is we are a company that has sold to business and to the enterprise for a very long time.  We have a sales force and a channel that's committed to working with our customers and customizing for those customers.  When you're doing something like moving a mission critical app to the cloud you're probably going to want to take custom SLA, or custom service agreement with indemnification if you get an outage, or something like that.

That is something I think we're more willing to do than some of our competitors who have a much more take it or leave it approach.  You sign up with a credit card and you get the experience and it's cheap and it's simple, it's easy, but you don't get that same ability to get an experience tailored for you.  I think that will be an interesting point of differentiation.

BILL KOEFOED:  The only other thing I would add on is that as you start to think about Office 365 in the cloud, you start thinking about some of the dynamic applications up in the cloud, you get Active Directory.  Charlie alluded to it earlier, but Active Directory is probably installed in most of your enterprises, and it enables the authentication and identity that companies use to ensure that you have the right access to and the right capabilities within the cloud, or within your corporate infrastructure.  It’s an asset that's a pretty compelling one for our customers.

ADAM HOLT:  Now, one of the other things that you all have said historically is that the search business also helped you in terms of some of the things that you learned on your way to building out Azure and your broader cloud strategy, maybe with that is a bridge into the search business.  What specifically do you think you learned as you built out your search business that's enabled you to have a differentiated cloud strategy?

CHARLES SONGHURST:  The thing about search is it's an app that requires a vast amount of compute power.  So, you have to build these very large data centers of 30, 40, 50, 100,000 servers with very complex cooling systems and complex architectures to get the optimal power usage.  In fact, power becomes a very, very high-cost component of delivering search, just the sheer electricity usage.  I won't quote the stat, but if you look at us and our leading competitor in search, we're some of the biggest electricity users on the West Coast of the U.S.  And learning to manage 100,000 servers in a data center that are working on an application is obviously an incredibly fungible skill set for moving to providing a fungible cloud service where you're providing a platform, like Azure, that enables different companies to use wildly different apps all in the same shared data center, all in the same shared cost structure.

Certainly internally within Microsoft it's taught us ‑‑ it's made us more efficient in terms of just our own internal IT.  We've a lot of learnings from running data centers up to scale.  The combination of that and the combination of the learnings from search sets us up well for the future.

ADAM HOLT:  Drilling down on search a little bit, maybe give us an update on where you think we are with the Yahoo! deal and specifically some of the things that you all are doing to improve revenue per search?

CHARLES SONGHURST:  So, the thing to remember in search is we've continued to gain query share over the past 12 and 24 months, and that's definitely been our prime objective.  You've got to get the queries to improve the user experience at the time.  I think the product is compelling. Both Bing as a standalone product and our mapping product is particularly compelling and particularly competitive.  If you look at some of the more search index quality metrics it's a very competitive product.  RPS has been more of a challenge.  We're continuing to work both ourselves and with our partner Yahoo!, on improving RPS as fast as possible as we can at the time.

ADAM HOLT:  If we're to take the three-to-five-year view of the search industry how do you see the search industry changing and how does that impact economics as you've moved to potentially a more application-driven world than a direct search world?

CHARLES SONGHURST:  It's a great question.  I would say two things.  The first thing I would say on RPS is that there is a difference between the theoretical and the practical.  The theoretical is, the more queries you have, the more advertisers you attract, so the higher the potential for RPS.  We still believe very strongly in that, and that was the underpinning of the Yahoo!-Microsoft deal.  The practicalities of migrating one system to another are difficult, and it's taking us time to get the RPS up.

In terms of where the market goes, there are a number of things that can affect how search evolves, particularly around verticalization. You can choose to search in a search engine for your flight, and booking your hotel, or you can use a specific app, like Kayak, and Expedia, or something like that.  One of the things we think about a lot is, what happens if more of the commercial terms move to vertical apps, and search becomes something that's used more for purely informational queries?  And that can have an interesting effect both on us and our competitors for search economics.

ADAM HOLT:  Terrific.  I'm going to shift to mobile, and then finish with the server business, and then leave five minutes for questions.

So, you have a new mobile release.  You have some new phones that are hitting Europe as we speak.  Maybe mark us to market on where you think you are in the mobile strategy, and what some of the key priorities are for driving market share next year?

CHARLES SONGHURST:  The thing to say about mobile strategy is that we have done a very good job in a short time.  We had a less compelling product in our Windows Mobile 6 product line, and the transition to Windows Phone 7 has been much more compelling.

The evidence for that are the obviously encouraging reviews on the leading sites, the Engadgets, and TechCrunchs about Windows Phone and how it compares with its competitors.  And they are, very, very positive reviews in general.  And if we can continue to build compelling product, I think we'll start to get market traction at the time.

Obviously, we've come very late into the business, and it takes time to get traction if you do that.

ADAM HOLT:  Do you think that, I guess one question that I get quite a bit is, why Microsoft's mobile business hasn't had a faster adoption on the enterprise side.  It seems to be about consumer play, whereas there are so many different enterprise tie-ins ranging from Exchange to, as you suggested, Active Directory.  What do you think the barriers are for broader adoption at the enterprise at this point?

CHARLES SONGHURST:  The enterprise is always going to be a natural, and particularly the information worker, is going to be a very natural customer base for Microsoft.  One of the things we've observed is that there is no fundamental separation of the enterprise worker and the consumer as an individual.  You go in at work, and you have your friends, you have your social life, and then you have your professional life, and you have the same device, particularly your phone as device.  It's a device that needs to bridge across both of those worlds.  And we've always had strength in the enterprise side, and I think we felt that we didn't have as much strength on the consumer side.

If you look at some of the things we did with the phone, with some Facebook integration, a lot of it is to strengthen that consumer side.  And then, as we bring in things like managed e-mail, full e-mail security, the combination of good a consumer experience, and our natural strength in the enterprise lets us sell to the information worker.

ADAM HOLT:  And just lastly, as you think about next year, two questions, Nokia in the U.S., and the importance of Verizon?

CHARLES SONGHURST:  Statements more than questions.  Nokia in the U.S., they've got to have the initial products are very compelling.  I'm sure they're going to have more new, compelling products at the time.  It's always hard to game share in a market where you don't have high share to begin, but the combination of Mango and their products give us a decent opportunity to start a U.S. entry that gets initial traction.

ADAM HOLT:  And maybe I'll turn the Verizon into a question, which is, obviously, Verizon requires a little bit of a different technology from a LTE perspective.  How important is Verizon to you, and what's the timeframe for getting on Verizon?

CHARLES SONGHURST:  The only thing I would say there is that it's obviously important to be on all carriers globally over time, and you want to be on the fastest speed technology you can have at any given time.  And so you should think that our roadmap is a well-balanced attempt to do that.

ADAM HOLT:  Okay.  Just to finish for me, I wanted to ask a couple of questions on the server and tools side.  I'll ask one on virtualization and one on Azure.  The virtualization market, and we just did a piece on this last week, has continued to get more competitive, as we knew.  Red Hat has a new release that people are talking quite a bit about, and we're starting to see some signs that Citrix is actually gaining share in the virt space.  As you think about Microsoft's strategy over the next 12 to 18 months, is it going to be more driven by what you can do outside of virtualization with System Center and some of the management capabilities, or do you see your competitive positioning differently?

CHARLES SONGHURST:  That's an interesting question.  Virtualization will continue to remain a competitive market, and we will continue to compete hard in that market.  I would say the long-term transition to Azure and the public cloud is going to be one of the things that is probably our most compelling differentiation in the market over the next 24 months.  And that's going to be a very strong focus.

And, in some ways, virtualization is always a bridge technology between the individual server, virtualization which is a way of making the individual server act like its group of servers, and the full public cloud.  And so, you always want to aim for where the pucks go.

ADAM HOLT:  And that's a good segue to Azure.  We've been talking about Azure now for a number of quarters.  Actually, it shows up well in CIO surveys in terms of the intention to use more effectively, certainly in ours.  But it's difficult, I think, a lot of times for investors to get their head around where we are in Azure adoption, what the key metrics are, what kinds of workloads are moving to Azure right now.

How could you help us get real milestones that we can say these are the kinds of workloads we're moving today?  This is what we think happens over the next 12 to 18 months.

CHARLES SONGHURST:  That's a good question.  It's a difficult thing to give an intuitive feel to because it's such an inherently broad platform.  You've got things like SQL and Azure.  You've got storage capabilities.  You've got so many different ways a customer can use it.  And as it grows and develops, and adds more tools, that's only going to increase.  So, the only thing I can say is, that you have to talk to individual customers, and get an experience of why they chose it to why they didn't choose it, and what they're using it for and what they intend to use it for over the next two to three years.

And picking two or three customers and talking to them, if you're trying to understand it, or two or three potential customers, is by far the best way to get an intuitive sense of where we're going, and how far that's going from the theoretical to the installed and active.

ADAM HOLT:  All right.  With that, I'll open it to the floor for any questions.  We've got a microphone also, so raise your hand and I'll get you recognized.  There's one right there.

QUESTION:  Just on mobile, I wonder if you could just talk about the smart phone market share that you have, and what you think would be deemed as a success for you?  I know that in terms of the Android and Apple competitive dynamics, pretty difficult, right?  So, maybe just in terms of what you think would be a good outcome for Microsoft in the next one to three years?

CHARLES SONGHURST:  The first thing I would say is that we will see that the entire phone market will transition to a smart phone market over time.  That's certainly affecting the way we look at forecasts.  If you look at the cost of goods sold for a smart phone in the very long term, 2015 to 2016, the price of the chips and screens comes down so much that you're going to be at the same price as a feature phone.  If you think the additional capacity of going over gigahertz of power, a gigahertz of computing power is so little, we're going to see a whole cell transition of the phone market.

For us it's about gaining a foothold, and gaining share.  I'm not sure I can give a particular percentage that we're aiming for, but it's all about growing the base form where it is today, and particularly growing with our partners in Europe, Nokia, growing their base, and helping them with that transition is going to be what we're focused on.

ADAM HOLT:  In the front.

QUESTION:  You mentioned the power requirements of servers and data centers.  We've heard announcements from ARM on 64-bit.  We've heard about HP partnering with them.  Can you talk a little bit about how you view ARM-based servers in that market?

CHARLES SONGHURST:  I'm not sure I would try to make a forecast for how different companies are going to do in the server market, but I would give you a framework, which is, power efficiency.  If you look at ‑‑ it stated with the phone, it's gone to the tablet, and onto the laptop, and now it's going to the server.  Power efficiency will remain one of the key metrics for almost all computing devices.  Obviously, for the consumer it's such an important effect because it controls the usability of the device on a day-to-day basis.

On the server side, if you do a breakdown of the costs of the data center, power is such a material component.  And if you look at the other things, such as tax and the building cost, they are just costs that are very hard to alter in any conceivable way.  You've got no lever to pull.  Whereas, power is so changeable that the people who can provide the most power efficient solutions both as data center providers, but also server providers, and as chip manufacturers are going to do very well versus companies that are less compelling on power efficiency.

ADAM HOLT:  All right.  We're about out of time.  Thank you so much. 

CHARLES SONGHURST:  Pleasure.  Thanks, Adam.

END



