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TIM KLASELL:  Good morning, everybody.  So, the next company presenting is Microsoft.  We've got Bill Koefoed, the General Manager of Investor Relations presenting.  We're going to be doing the fireside chat.  I'll lead off with a few questions, but after the initial few, feel free to raise your hand to ask a question.  It's a very open format.

So, Bill, I'm starting off with my public companies, so sort of a general set of macro questions to try and get a feel for it.  You guys have recently set operating expense guidance and adjusted that.  What drove that?  Was it concern about the macro?  Do you feel things are getting a little bit tougher out there that you wanted to get the expense run rate down, or was it just general corporate efficiency?

BILL KOEFOED:  Let me just make some broader comments about macro, and then I can answer your specific question.  I think many of you heard me a few weeks ago in Vegas.  On the PC market, clearly the Thai floods had a significant impact on the PC market in the December quarter, which is likely to persist through this March quarter.  I think as you look at the IDC and Gartner numbers, I'm not sure exactly what the latest ones are, but they have called it a combined forecast of the PC market declining high single digits in the March quarter.

So, the Thai floods have certainly had an impact on the market, and we saw that play out in December.  It will likely continue through March, and then we'll see how fast the supply chain recovers as it goes into next quarter as well.  Obviously you can consider what any of those guys say about their resurgence in that area.

I'd say on the macro side, geographically in the December quarter, the commentary that we made was that we saw particular strengths in emerging markets, which has been a pretty good growth engine for us.  Europe and the U.S. were both positive growth, and obviously there is some macro uncertainty in Europe, more so in Southern Europe than in Northern Europe, but it seems as though, while there's a lot of governmental work being done, it doesn't seem to have materially affected the business spending environment at least so far.

As it relates to the OPEX, the macro environment really had no impact on our operating expense, the fact that we brought our operating expense guidance down a little bit.  We, as you would expect us to do as a continued learning company, and as we continue to drive for efficiency, continue to try to be as efficient as we possibly can with our spending.  Peter, if you look at the earnings calls for the last quarter or the quarter before, talked about prioritization of our spending, the highest areas of return for the company.  And we continue to do that, and we continue to be laser-focused on trying to be as efficient as we possibly can while taking advantage of the growth opportunities that we think are ahead of us.

TIM KLASELL:  What are you most optimistic about going forward?  The other side of that coin, what products do you ‑‑

BILL KOEFOED:  We only have 25 minutes left of this thing? I can go longer than that.  Look, I am super excited about Office 365.  We launched Office 365 back in the month of June, and I think we've given you some data points the last couple quarters, some big customer wins.  I said this last quarter, that we have over 100,000 paying customers.  You have to remember this product has really only been in market for the past, what, eight months now, and really good momentum around Office.  The sales teams are really focused on getting out there and talking to customers about it.

I think a lot of investors forget that Office ‑‑ there's Word, PowerPoint, and Excel, sure, but our strategy around Office has really been about extending the platform.  So, then it's Word, PowerPoint and Excel, plus Outlook, plus Exchange, which is obviously part of Office 365, and then SharePoint which has been a big growth driver for us as we think about communications and collaboration in the enterprise.  We told you long ago that that was over a billion-dollar business.

And then, the newest part of that is Lync, and Lync is voice and video in the enterprise, and frankly we think is a big opportunity.  Part of the reason why we love the Skype acquisition, you think about the integration between Skype and Lync, between the enterprise and the consumer, it ends up being a pretty interesting opportunity as we go forward.  So, we continue to do a pretty good job of extending that with Office.

And then you start tying that in with things like Dynamics CRM, and we've been pretty transparent that, look, sales guys want to work in Outlook.  That's the familiar user interface that they appreciate, and the integration, and the experience between Dynamics CRM and Office, and thus becoming a pretty interesting opportunity.

So, I'm really excited about Office.  Obviously, I'm happy to turn to Server and Tools, I'm excited about the coming launch wave.  But, I'll pause right there for brevity.  I'm excited about a lot of things.

TIM KLASELL:  All right.  Let's jump over to some big trends.  Tablets have gotten a lot of traction out there.  It's impacting the netbook market, arguably battery life and portability as they compete there.  And that's most in established market.  Given the price point, what do you think tablets will do long-term in the emerging markets?

BILL KOEFOED:  I think down the road I don't know that we're going to talk about tablets and PCs as being different.  I think we've been pretty transparent that as you look at Windows 8, just to give you a flavor, so this is a device that we gave away at the Developer Preview, a Samsung device.  The way that I use this in my office environment is that I have a little docking station.  So, it sits down into it, it has a couple of USB ports in the back.  So, I have a keyboard and I have a mouse, and some people on my team call me old school because I still like to use the mouse.  But you can use it as a PC.

And then when I get up and I go to a meeting, I can pick this thing up, and I can bring it to a meeting, and I can use it as a tablet.  And actually we can write on it, or annotate slides, or annotate Word documents on it.

I think you're going to see a lot of really interesting hardware form factors as we go out in time.  Obviously, we expect or hope that they're Windows devices, but I think you're going to see a lot of really interesting hardware, and that's going to be both in developed markets, and in emerging markets.

TIM KLASELL:  Speaking of the new form factors, a lot of ultra books were at CES.  What have you seen?  I know it's only been a month or so since then, but the initial read on ultra books adoption inside the Windows?

[bookmark: _GoBack]BILL KOEFOED:  I do think it's too early to tell.  I would say that we are enthusiastic.  Obviously at CES in her keynote, Tami Reller showed quite a few of the different ultra books.  They're thin.  They're light.  They're powerful.  And, I think that the price points are becoming quite attractive.  And so for any of you, actually in some of the meetings that I had this morning, a couple of folks were bringing the ultra books into the meeting, so we're starting to see, at least in my little small sample size at your conference this morning, starting to see some adoption, and some enthusiasm around them.  I will tell you the people that have them, of course, quite like them.

TIM KLASELL:  Since we're going down this path, Windows 8, obviously the big topic.  This is going to be, I think as Tami told me, it's an aggressive release cycle.  You've got multiple form factors, two different chipsets.  Can we use the beta cycle timing that we saw leading up to RTM, release to manufacturing, from Windows 7 or even Vista as a guide, or will this be different given what a different release this is going to be?

BILL KOEFOED:  We've said nothing about the timeline of the release cycle other than the beta will be in the next three weeks, which will be at the end of February.  And we'll have more information to communicate as we release beta.  Beta is going to be a really, obviously, significant point for us.  The store will open.  That will be the first time that you'll start to see applications.  They're going to be populated into the store.

Obviously we make changes from the developer preview, which was back in September, to the beta that you'll see when the beta comes out.  And I think that you should see how the enthusiasm and the developer ‑‑ frankly, getting developers ‑‑ we've been really focused on getting developers to write metro-style applications even from the build conference, which is very ‑‑ it was the developer preview of the software, so the developers can start writing the metro applications and I know you guys in the audience know a lot of other software firms.  I've seen several of them walking through the hallways and you should ask them how enthusiastic they are about writing applications for Windows 8.  That would be a good read.

TIM KLASELL:  How should investors think about the Windows 7 sales leading up to the Windows 8 launch, both on the corporate side and on the consumer side?  When do you think there will be a freeze-up on the consumer side, and do you think corporations will freeze up or that it doesn’t affect them?

BILL KOEFOED:  One of the things that I talked about on ‑‑ I can' remember whether it was me or Peter who talked about it on the earnings call, was that one third of businesses have upgraded to Windows 7.  So, just as a reminder, I think it's less than 800 days that XP goes end of life.  That would require that two-thirds of the business PCs that haven't upgraded to Windows 7 need to do that in a relatively short period of time.  And we've been working very closely with businesses to focus on an upgrade path from XP to Windows 7.  There's hardware that will be involved with that.  There's some software that will be involved with that.  But, the path ‑‑ for the enterprise the path to Windows 8 is through Windows 7.  And we're working very closely with them on doing that.  I think it's interesting, obviously, for them as an opportunity to get there, as well.  So, we're super-focused on working with the businesses to be able to do that.

TIM KLASELL:  Windows 8 will have obviously a touch interface, metro, and you're thinking not of tablets, but of PCs, what percentage of PCs do you think will have a touch interface going forward, to take advantage of that.

BILL KOEFOED:  You know, it's funny, Steven Sinofsky, who is the president of the Windows division, you saw him at the build conference, is quite bullish on touch.  I heard him speak the other day and he went around and did a walking tour around Seattle and looked at how many different devices were touch, and whether it's your ATM machine that uses touch, or it's a kiosk that you check into an airport, or the like, I think we're all as a society using touch quite a bit more.  And it's obviously not something that your Think Pad here in the first row is using, but we are quite optimistic about the opportunity to use touch and the experiences of touch, and I obviously don't know ‑‑ I can't forecast down to a specific number, but I think it's probably more than most people would think that it will be.

TIM KLASELL:  Will tablets be, Windows 8 for Tablets will it be OEM only, or will there be a retail version that you can buy off the shelf from the Windows Store?

BILL KOEFOED:  I don't know that we'd said anything about it.  I don't know why we wouldn't offer a full packaged product, we've done that in prior releases, but to be honest I just don't know.

TIM KLASELL:  I was just sort of wondering, is this a way that you could potentially reduce piracy?

BILL KOEFOED:  Piracy is a broader issue.  I don't think there's a silver bullet for piracy, per se.  We've been obviously very focused on piracy.  It's a huge opportunity for Microsoft to reduce piracy.  We've been quite vocal working with governments.  We're working with governments to help put pressure on making more governments enforce piracy.  By the way, I think that's bullish for Microsoft, as well as for any other software, intellectual property based company.

There are some technological things that we've been doing in the right way to think about piracy.  The more that you start to think about cloud services, I think that helps to reduce piracy.  So, I don't think there's a silver bullet.  Actually, with Windows 7 you can see it in our financial results.  We've been picking up a little bit on piracy, I think for the past eight quarters, and not just last quarter, but prior to that.  And we've just got to keep chipping away at it.  There really is no silver bullet.

TIM KLASELL:  About half way through, any questions from the audience?

QUESTION:  What's going on ‑‑ (off mike.)

BILL KOEFOED:  For those of you on the Web, his question was about app compatibility and I'm going to take ‑‑ you asked quite a few different questions in there, so I'll try to take a shot at it.

Just a philosophical statement is that app compatibility is obviously very important to Microsoft and the more that we can make it easier for developers to write applications that are compatible across multiple devices is super-important to us.  God bless you for having a Windows Phone, by the way, unless you're using it just as an example.

We talked about it at the BUILD conference.  We want to make it easy for developer to write an application.  With Windows 8 you can write a metro application and it will work both on ARM and on X86.  So, that's something that we've talked about.  That's something the developers are working on, so that's a beautiful thing.  We are also obviously trying to make it easy for developers to leverage some of the same code, to be able to leverage that on the phone and that is ‑‑ that's work in progress.  So, we're working very closely with developers.  We think the Microsoft platform is obviously a compelling one across all those different devices and I'd say we do think that it's very important.

QUESTION:  (Off mike.)

BILL KOEFOED:  The question for those of you on the Web was on Skype.

I would say our philosophy around Skype, we haven't spent a whole lot of time talking about the roadmap with Skype, but I would say just philosophically, there is a ‑‑ with Lync you actually get to use voice and video within the enterprise.  It's very compelling, a very interesting offering within the enterprise.  What happens is that it doesn't connect to Joe Consumer.  Being able to connect those two is something that is a pretty compelling opportunity.  Derek Berney actually talked about it at one of the conferences that we did in the fall.  And enabling an enterprise to talk to a consumer via the Lync Skype integration would be something that you would think that we'd be looking at.

QUESTION:  (Off mike.)

BILL KOEFOED:  Again, for those of you on the web it was about Windows Phone and ecosystems.  

So, I think we've actually done a pretty decent job developing the ecosystem.  I can't remember the exact number of apps.  Let's call it the tens of thousands of applications that exist for the Windows Phone.  We have most, if not all of the main ones that people use.  The thing that I think then is the biggest benefit or opportunity with Nokia is the distribution that they offer.  It's been a constraint.  Obviously, Nokia sells feature phones to people who don't even have electricity.  And they have quite robust distribution.  The new phones that they have come out with are actually quite compelling. Here in the US, for those of you who were at CES, the Nokia 900 that they announced, it will be up and running here on AT&T in the next couple of months, is really a stunning phone.

And having a really good phone, it will be an LTE-based phone on AT&T.  If you watched CNBC this morning they were having quite a conversation on the need for the carriers to get more customers up on LTE to help relieve the bandwidth issues that they're having with 3G.  So, I think AT&T is quite incented to make this a really successful launch.

Obviously Nokia is quite incented to make it a successful launch.  And we couldn't be more enthusiastic and really looking forward.  Then I think you'll see as that happens then you'll start to see more developers and you'll start to see that number continue to grow.  I think we're relatively satisfied with the developer ecosystem, so far.  We need more people to be like that guy over there who is buying it.

QUESTION:  (Off mike.)

BILL KOEFOED:  Yes, so the question for those of you on the web, was regarding Office on platforms other than Windows.  

We have launched OneNote on other platforms.  It's a pretty ‑‑ for those of you who use OneNote, it's a really popular program that allows you to obviously take notes, but also use it as a book format and I use it ‑‑ on the tablet it's actually really quite magnificent.

The statement that we've made before is we think strategically about Office.  We obviously ‑‑ there's, again, a second row here that has a Mac.  We've obviously had Office on a Mac for, I don't know, ten years or so.  So, we do have ‑‑ we do think thoughtfully about where we should have Office and how we can make it the best experience across multiple platforms.

QUESTION:  In the blogs we're hearing Office 2015 or 2012, whatever the next version is going to be, and I certainly don't think you're going to announce a release date on stage here, but how do you think about it philosophically?  Do you need to be putting these releases out with Windows and Office near simultaneously, or are they disconnected?

BILL KOEFOED:  So, new news for you guys, over the past couple of weeks, if you missed it, was we did announce that Office 15 technical preview I think was on the 31st, or a week-and-a-half ago.  So, we'll say that launched the first news that we've given of Office 15.  It's 15, not because it's 2015, but because it's the 15th version of Office.  And clearly we haven't announced a release date.  But we've got Office out in the hands of developers, and people who are previewing it for the first time.  We announced the beta will be out this summer, so you all will have an opportunity to use the next version of Office, and again similarly you'll hear more information as time progresses as we get close to beta, and then once we see the beta.

We did say that it was one of the biggest, if not the biggest release, just on the capabilities that we're offering not just across that productivity platform that I discussed earlier, but also integrating between both on premise and in the cloud is really a big deal.

QUESTION:  (Off mike.)

BILL KOEFOED:  The question for those on the Web was, how do we see the television and media and content?  

Xbox LIVE is this amazing asset that we have, and for those of you who use it, or those of you who don't, we announced in the last three months 40 different content partnerships via Xbox LIVE.  So, if you think about the Xbox, we obviously want to make the Xbox the best gaming console for people who are out there playing Call of Duty, and Halo, and we'll call them hard-core gamers for lack of a better term.

When we launched Kinect last year it extended our users into the casual gamers.  So, you get kids that are playing Dance Central, which is obviously an incredibly popular game.  There is Kinect Sports, we did Kinect Sports Season 2 this last fall.  And so, we are making it an interactive experience.

You heard us also talk about Sesame Street as a form of edutainment.  So, instead of having your kids sit on the ground, just using a Leap pad, or using an iPad, or something like that, you're getting somebody who is standing up, and they're interacting with their Kinect device, and engaging with shapes, and forms, and learning via the Kinect device.

And then, with Xbox LIVE, you take that and you make that social.  And that's become social in that, just to give you an example, my 12-year-old plays Call of Duty ‑‑ sorry for all of you who object to 12 year olds playing Call of Duty.  But his cousin lives in Charlotte, and so he can basically be on Xbox LIVE playing Call of Duty with his cousin in Charlotte that's just like they're next door.  They can be sitting next to each other like Tim and I are.  That just creates a huge opportunity around social gaming, and social experience, and just makes that exciting.

And then you add the content partnerships that we added, ESPN exclusive content, obviously we've had Netflix on Xbox LIVE, I think we were the initial launch site.  I still am not 100 percent sure of it, I still think we are the largest of the platforms that use Netflix over the television.  And so, I would say we're super bullish on using ‑‑ on that 52-inch screen that enables people to be able to interact with content, be able to watch content, and I think you'll see us continue to make progress there.

I don't know if I mentioned, we have 40 million members on Xbox Live, which is a pretty compelling number.  It was up 33 percent this year.

TIM KLASELL:  At the start the conversation, as we get close to the end, you mentioned Office 365 as one that you seem to be the most excited about.  Again, we're seeing the numbers climb as far as users, and what-have-you.  But, in the financials, what sort of milestones should we be looking for to actually see it begin to move the needle?  What should you be watching for?

BILL KOEFOED:  I get a lot of your feedback that folks want to have some milestone numbers on Office 365.  It's just six months out of the gate, and we'll disclose more information shortly.

TIM KLASELL:  I have just a few more questions.  Jumping over to the Yahoo! agreement, the $150 million guarantee that you announced late last year, what was the motivation for extending that?

BILL KOEFOED:  I would just say that we continue to work on the revenue per search.  We made progress this last quarter.  I think, you've seen our losses, you've seen improvement in operating margin in the past couple of quarters.  A major function of that is improving the revenue per search within Bing, and we're going to continue to work on that until hopefully, obviously, we'll get not only the parity with what the guarantee was, but obviously the goal was to exceed that.  And that was the goal, as you know, of the partnership with Yahoo!, and that's still both of our intent.

TIM KLASELL:  Let's jump over to go to markets.

BILL KOEFOED:  You completely skipped Server and Tools.

TIM KLASELL:  Do you have anything in there you would like to share with us?

BILL KOEFOED:  It's actually going to be a pretty big launch here for Server and Tools this year, too.  We just launched the release candidate for System Center.  I announced on the earnings call a number of head to head wins against VMware. We'll have a new version of SQL Server out this year.  We also feel we can achieve some tier one wins, which is an area that we really haven't been competing in historically.  And then, obviously, Windows Server 8, for those of you who were at our BUILD Conference, I got a lot of comments that that was the most surprising part of BUILD was the amount of new features.  We've really taken a lot of the learnings that we had from Azure, and really applied them down into the software.

And so what we're offering is, we're offering CIOs a road map that they can go from on premise, they can take advantage of our cloud, all the learnings that we've had from the cloud, and be able to optimize those in the next version of Windows Server.  And then, as the road map to Azure on the timeline that they want to get to.  So, there is no other company that provides the road map to the cloud that Microsoft does, and I would say the Server and Tools team is pretty excited about this year.

TIM KLASELL:  That brings up another question.  Office 365 adoption has been very smooth, and the migration path from people who have been using it is relatively easy.  Azure has not been adopted nearly as quickly, and has that been an issue, do you think, of moving from the on premise server products into the cloud has been a bit more difficult, and do you think Windows 8, Server 8, helps to solve that?  Do you think that will help drive adoption to Azure over the year?

BILL KOEFOED:  I don't know that I view it as a problem per se.  What I would say is, you guys all have IT shops at your companies.  I would say that we feel great about the path that we're offering to CIOs to move to the cloud on their terms.  And that's something that we aspire to do.  I don't think you certainly want to force anybody to go to the cloud.  We want to be able to offer IT the opportunity to move to the cloud on their terms, and we can do that in a way that, again, no other company can via the private cloud, and the hybrid cloud up to the public cloud.

Thanks, everybody.

TIM KLASELL:  Thanks very much, Bill.
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