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That cat-that-ate-the-canary smile 1s
no fake. As the threat of a breakup
fades, a newly creative Microsoft

b 1S ready to roar. by Brent Schiender

- G‘ﬁé Middi& Age ha.s. sef in-—his face has lines; his !mr uill{ampt A% EVel, NOw

Wh‘b a little lnt of RrAY; You can see by the way he tilts hls hﬂﬂd that he s ac-

Gene is the hollow look of pcrpctua! WEATINESs that comes with being the fa-

ther of young children, the target of an historic antitrust case, and the world's

best-known CEO: Instead Bill is all smiles and—dare we say—almaost bubbly

- as he paces his blandly furnished office and describes how Microsoft’s devel-
opers are ereating cutting-edge technology as never before.

“What's apparent is that work; for Gates, is fun again. Far from disengaging

from Microsoft since his decision early last year to cede the CEO-ship to old

- buddy Steve Ballmer and appoint himself chief software architect, Gates has

~ mever been more absorbed, He now spends most of his time reveling in the de-

~ tails of Microsoft's product and technology strategies. The change seems to

~-be paying off, and not merely for Bill's state of mind: A new cohesion of pur-

% -pu:)_.s-ﬂ.:.an& sense of inventiveness pervade the company.

Fhis surge of vitality—which will become obvious this year as Microsoft rolls

- outan snprecedented wave of products and services—is sure to confound a lot

of people. Just a year ago it was casy 10 imagine Microsoft as over the hill. It

3 5 epic antitrust battle against the Department of Justice, a humiliat-

at that e:ulmmaiﬂdlnamuﬁmdﬂr now. undﬂr appﬂﬂl that the com-

mng ramgn:d ti:r Microsoft’s pctami:c of constantly up-
m*mftmmanﬂphargmg ﬂm over and over for the
e ical and rehclimus, tmding umon
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hicrw Lo save mioney by skipping generations of Microsoft products.

Worse, for all of Microsoft's stupefying success in spearhead-
ing the PC revolution, the Internet seemed to be eluding its grasp.
Cisco, EMC, Oracle, and Sun—the so-called four horsemen of
the Internet—displaced it as Wall Street’s high-tech darlings.
Microsoft’s financial resulls were never bad, but revenue growth
showed enough that as the Nasdag soared in late 1999 and early
2000, Microsoft's stock stayed relatively Mat. And as dot-coms
boomed, Microsolt suffered its first-ever brain drain: Gates and
his lieutenants watched in dismay as scores of ralented employ-
ees cashed in their options and went Lo work for hot startups, No
wonder that last vear, when Gates changed jobs, some questioned
if it wasn't just a face-saving way to step back from the business
to devote himself 1o philanthropy or just po play,

Wrong, Not only is Gates fully engaged, but the clouds over
Microsoft have begun fo dissipate as well. So far this year, the
stock isup 62% (the four horsemen, by contrast, have seen theirs
sink an average of 345, Profits are pouring in so fast that Mi-
crosoft’s lependary cash hoard, already 530 billion, is growing by
$1 billion & month (see box), Even more important, the court of
appeals, whose Microsoft ruling is due shortly, will almiost surely
reject the breakup of the company ordered by trial judge Thomas
Penficld Jackson, amd throw the case back to the district court.
Impact on Microsoft: lots more legal fees, but not much clse.

Back before the trial, Gates” company was so feared and dis-
dained in Silicen Valley that internal documents from Netscape
referred to it as the “Beast from Redmaond.” Well, the beast is
hack. And for rivals who hoped that the rise of the Internet—aeven
more than the antitrust case—had begun to blunt its claws, we
have more bad news, Before, Microsoft used its PC operating sys-
tem monopuly 1o crush rivals and capture markets. Now it has
learned something critics said it never could: to be creative. That,
more than anything, is what will let Microsofl thrive—and maybe
rule—in the Inlernet jungle,

To appreciate the change, vou have to understand that Micro-
soft has long been dissed by the digerati as a big fal copyeat. Its
coders didn’L even write the original software responsible for ils
meteoric rise—Gates purchased what became MS/DOS from a
tival Seattle programmer in 1981 for $30,000. Microsoft has more
than once found itself defending its methods of software devel-

Who’s Sorry Now?

Microsoft stock has owipaced the “four horsemen of the Intermet”
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opment in court: In the 19905, Apple Computer unsuccessiully
siped, claiming that Windows violated patents that defined the fa-
mously friendly Macintosh graphical “look and feel.” And the
tederal antitrust complaint hinged in part on Microsoft's copying
Netscape's [nternet browser,

In each contest, Microsoft staunchly defended itself by citing
its fundamental right t “innovate.” Yet its modus operandi has
most often been to replicate and try 1o improve upon others” suc-
cesstul software ideas, and then absorb them into its products,
That’s pretty much how it overthrew Lotus and WordPerfect
with its Office productivity suite in the early 1990s, how if is at-
tacking Oracle and IBM with its SOL databuase software today,
how it hopes 1o displace Sun’s Unix-based enterprise and Web
server products with Windows 2000, and outde Yahoo and AOL
with its oft-reconfigured MSN online services. All these lucra-
tive digital franchises were pioneered by others and grew so fast
that Microsoft’s hyper-competitive brain trust found it impossi-
ble to just sit by and walch. .

Mot all the initiatives will work. of course—at least not right
away, Wags joke that no Microsoft product is much good until
version 3.0, pointing 1o Windows as the prime example: The
company sold wglyv-duckling versions for years before tri-
umphing in 1990 with Windows 3.0 Still, with its try-try-again
determination, Microsoft has become an immensely profitable
£25-billion-a-year colossus, arguably the most successiul tech
company ever. In 25 years, it has never had a bad quarter, and
a single share of Microsoft stock purchased for $28 on the day
of its IPC in 1986 would now be a 144-share halding worth
more than SO0

All that said, even the cleverest copycatting won't make those
shares redouble again, For sustained fast growth, Microsoft will
hawe to pionecr new markets, as well as compete and win in sec-
tors where its desktop dominance does not guarantee a free ride:
invideogame consoles, with its multibillion-dollar Xhox machine
het; in PDWs, with its Pocket PC architecture; and in cell phones
and Internet appliances. But here's a nole to investors: [f von had
the oppartunity, as FORTUNE recently did, to walk the halls of
Microsoft's development groups, you might well come back with
your checkbook poised.

The inventiveness hlossoming on the company’™s rambling,
coniferous campus in Redmond, Wash,, is traly something new.
“We're doing some of our best work ever,” declares Giates, “In the
last couple of veurs, @ lot of our work hasn't been that visible. The
lawsuit dominated the news. Then there was the whole thing
about dot-com companies knowing it all. Not that we planned it
this way, but there’s actually a wave of products coming that will
show we are at the beginning of a new era distinet from the In-
ternet era.” Or as Microsoft stratepgist David Vaskevitch puts it,
“We are about to hit the golden age ol software. The company is
reinventing itself—Ilet’s call 1t Microsoft J.0—s0 we'll be ready,”

Invent We Must

What to make of all this? Microsoft is getting more creative in
large part because it has te. For one thing, it has nearly exhausted
the inventory of clonable ideas that are big enough to generate
material growth. Revenues in the fiscal vear ended last June grew
165, divan from a whopping 369 a year carlier. Also, Microsoll
has come to accept that in one crucial market—high-dollar en-
terprise software applications—competitors like SAP, PeopleSoft,
and Siebel Systems are so firmly entrenched that it can't attack
them head on. It thinks it can profit by creating new kinds of
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cal mannerisms 10 his trademark adolescent slang. { The heatnik-
era “eool” was an all-purpose favorite adjective of Gates and his
minions decades apo, long before ils usage became cool again in
popular culture in the late 1990s.) But over the years, as Micro-
soll grew nto a HLK-person behemoth, and as Gates, by virlue
of his extreme wealth and oulspoken nature, became o leading
figure on the world stage, he lost touch somewhat with the inner
workings of the company. “We got into a phase where T wasn't
able to imtegrate products and strategy,” he explains. "'We were
growing so much.... But we weren't guite as optimal in some
technical areas as might have been great. Why are we not
stromger in management software that lets you lell what is work-
ing in a business and what is not? If we had had great stratepy co-
ordination like I'm trying 1o do now, we might have that tech-
nology today,”

Giates decided that Microsoft's stable of mostly homegrown
managers was ready for more responsibility. His No. 2, Ballmer,
had worked over twoe decades all around the company, leading
software development groups, dealing with key partners like TBM
ind Intel, calling the shots in marketing, and building a massive
worldwide sales arganization. Ballmer, in turn, bad hired or nur-
tured top-notch managers who were itching for bigger challenges.
It seemed time to rethink how the company was run. The solu-
tion Gates hit on came in two stages. First, in early 2000, he
made Ballmer CEO, Then Jast fall, he and Ballmer agrecd that if
two heads were better than one at the top of the company, how
about adding a third?

They had the perfect choice in Richard Belluzzo, a seasoned
executive who had ran Silicon Graphics and also had been on

fent on rewiring business: Doug Burgum of Gre
3 B e

the short list to head the legendary Silicon Valley powerhouse
Hewletl-Packard. As president, Belluzzo would manage sales,
customer suppaort, linance, and other operations—making Mi-
crosoft’s trains run on time—while Ballmer would focus on
strategy, marketing, and being the company's public Tace, That
would free Bill for software architecting. Suddenly Microsoft
had three world-class CEOs, each concentrating on the disci-
plines he was best suited for.

“We hadn't thought that we could have our cake and eat it too,
and, well, now that we are in that configuration, we say to our-
selves, "Gee, this is great,”” Gates chortles. “Maybe we should
have done it sooner” He admirs, though, that adjusting to the new
roles took him and Ballmer months. “There was definitely some
groping aboul to figure out who is supposed to be the goad guy,
wha is supposed to be the bad puy when dealing with this or that
group that is not doing an ideal job, but we love them anyway,”
{Can you imagine Gales as Mr. Good Guy? After our interview,
he headed off to smooth the feathers of 4 protluct manager whose
project had been reassigned to a different group.) For his part,
Ballmer seems to thrive on being Mr Qutside, Sounding entirely
CEO-like, he explains why the dot-com collapse plays to Micro-
soft's strengths: “We don’t have all of the commotion and insta-
bility caused by random venture capital ouefits soliciting our peo
ple for jobs that sound like get-rich-quick schemes. That, and
having the stock market settle down, is good from our perspec-
tive, because it reminds evervbody this is a long-term game. It's
about having vision, being patient, executing, all that good stuff.”

Managers up and down the ranks, especially in the product de-
velopment groups, say they're glad 1o have Gates paying more at-
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tention, and in some cases acting as referee, Says group vice pros-
went Jim Allchin: “There are always conflicts among develop-
ment groups, and two years ago Bill used to let us just tight it one.
Now he spends time looking tor technical synergies and driving
us to achieve them.” Bob Muglia, group vice president for per-
sonal services, agrees: “Not only is there less duplication, we're
taking a longer-term view. Bill helps us think more broadly, rather
than obsessing on our little piece of things.”™

“Creative” at Microsoft i3 not the same as “laid back.” Gates
is 0o less demanding as chief architect than he was as CEQ, and
his technical planning sessions are intense, The product devel-
opment groups shower him with meticulously researched “op-
portunity maps” showing the competitive landscape for a certain
software market; with detailed “scenarios™ demonstrating how
new soltware might be used in the real world; and with Miero-
soft's equivalent of management-consulting reports, which iden-

tify universal “schemas"—business processes within and between
companies that are ripe for sophisticated automation, In short,
Microsoft has become wonkier than ever, just like the boss.

The Ultimate Office

T'he best place to observe Microsoft's creativity in action is inside
its rapidly evolving Productivity and Business Scrvices group,
one of the three major chunks of the company. While much of the
inmowvation at the other groups would make sense only to nerds,
nearly all of us can relate to the word processing, presentation
graphics, and number crunching performed by Microsoft Office,
the group’s primary product. Jeff Raikes, a 20-year veteran who
on the side co-owns the Seattle Mariners, is charged with ex-
panding the Office market, as well as with Microsoft's campaign
Lo wire small businesses and the effort to create software that can
tap into SAP and other corporate applications.

Microsoft’s Mattress Fund

_Steve Ballmer has a 830 billion stake to bet with. He'll probably let it ride.

T

_ Ageorporate headaches go, this is the one to have: What to
Ao with $30 billion in cash? Even though Microsoft is no
“ longer a stock-market meteor, profits continue to pour in,
giving the company a hoard that dwarfs the holdings of
many other big-name corporations (see chart), Indeed, busi-
ness s 50 good, says analyst Mike Stanek of Lehman Broth-
ers, that the money is piling up at the rate of roughly $1 bil-
liomn a month, which will give Microsolt about 340 billion in
cash and short-1erm mvestments by the end of Z001.
Historically, companies have tried 1o return exeess cap-
ital to shareholders through dividends or buvbacks, For
now, though, Microsoft execs seem contenl 10 stulf the
cash in the financial cquivalent of 4 mattress, investing it
in ultra-safe securities like LLS. government notes, muni
honds, and short-term corporare debt, Dividends are a rar-
iy in the growth-oriented
tech industry, and accord-
ing to Stanck, Gates has
dismissed the idea of a
stock buyback, preferring
Lo increase carnings per
share through internal
growth, (Microsolt does
buy back stock to fund its
employee-option program,
and 1o avoid diluting exist-
£ ing shares it would have to
Sspend $12.4 billion if all
= options exercisable today
£ were redeemed.)

- $109
billion

Microsoft

Size Does Matter

Cuash, cash equivalents, and short-term
investiments as of 3310

$8.2
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A big cash acquisition doesn’t scem to be in the cards, ei-
ther, Microsoft docsn't want to stir up antitrust sentiment.
And given the dubious acquisitions often made by comparics
with cash to burn——Chiaker Oats” buyout of Snapple, Ford's
of Faguar—Gates & Co. may be smart just to let the cash pile
up. Besides, as analysts point out, the cash serves as a nice
cushion for the stock in-a down market,

Microsolt argues that its stash is nothing new anyway, CFO
John Connors says the company has always kept a lot of cash
to fund K& D and strategic acquisitions. *“We've looked at the
icdea of issuing a dividend from time to tme,” he adds, “buat
have no current plans to pay a dividend on commeon shares.”

Still, 530 billion could go a long way. The stock has stag-
nated over the past two years; a one-time $6 dividend on
each of the company’s 5.4 billion shares would brighten the
day for investors. (Tt wouald
also put $4.4 billion into
the pocket of the largest
sharcholder, Bill Gates).
And though fiduciary
responsibility would forbid
such largesse, Microsoft
has enough cash to give
1000 every man, woman,
and child in the 118, and
still have $1.5 hillion lefi
aver, That's a handout that
would make Washington
tax cutters proud.

— Nelson 1. Schwariz
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