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52-Week Price Range  $32.10-14.87 

Market Capitalization (B) $152.12 

Shares Outstanding (M) 8890 

Institutional Ownership 60% 

60-Month Beta 0.96 

Dividend Yield 13% 

Price/Earnings (ttm) 9.17 

Price/Book 4.25 

Price/Sales 2.36 

ROA (ttm) 22.15% 

ROE(ttm) 50.01% 

Projected 5-Year Growth 10.22% 
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Year 2006 2007 2008 2009E 2010E 2011E 

EPS 1.21 1.44 1.90 1.77 1.85 1.92 

All earnings represent earnings from operations and have been filtered 
from net nonrecurring gains. 
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DCF-EP Model 

Relative P/E 

Relative PEG 

$29.71 
$43.77 
$23.49 
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� Microsoft’s revenue is primarily generated from the sale 

of its licensed products such as the Windows line of 

operating systems and its various server offerings, 

coupled with its foray into the e-entertainment and 

business vis-à-vis media players and gaming consoles. 

Thus it is critical to the growth of the company that 

Microsoft continues to constantly turnover its product 

offerings. Its new OS offering, Windows 7, which is 

slated to be released in early 2010 is generating a lot of 

buzz in the industry. Additionally, with users now having 

the option to migrate from XP to Windows 7 directly, 

using Microsoft Deployment Tool 2010, Microsoft has 

ensured that adoption of Windows 7 is easier for 

customers who aren’t willing to upgrade to Vista. We 

believe Microsoft will see double digit growth in its client 

business segment in 2009-2010 and will compromise 

almost 35% of its revenue stream. 

� Microsoft is becoming more aggressive in the mobile 

phone application software industry. Its recent 

announcement of launching Windows Mobile 6.5 and 

the new Windows Marketplace for hand-held mobile 

devices reflects the changing face of Microsoft which 

has recognized Apple’s success in the same vertical 

and is striving hard to replicate it. 

Additionally in February, Microsoft also announced the 

launch of its retail stores in the United States. These 

would house its products such as Xbox gaming console, 

in addition to Windows Mobile 6.5 powered smart-

phones and Windows 7 powered PC’s. We believe 

these diversifications, especially its renewed effort to 

forge a partnership with Yahoo Inc! for its online 

advertising business will help investors feel bullish about 

Microsoft in 2009-10. 

� From FY 02 through FY 08, total revenue for Microsoft 

increased at a CAGR of 13.4%. Overall gross margins 

declined to 80.8% from 81.7% mainly due to higher 

sales of products such as the Xbox, which has lower 

gross margins. Other operating expenses as a 

percentage of total revenues expanded to 43.6% from 

39.7% in FY02.Other earnings rose to CAGR of 11.2%. 

EPS advanced from $0.70 in FY02 to 1.90 in FY08. In 

our view, this bullish run has been sustained due to 
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Microsoft’s market leader position in the PC software 

industry and also due to its aggressive marketing and 

sales strategies. But we believe, with the current 

downturn and increasing competition from Apple, HP 

and IBM, in addition to Google’s presence in the online 

advertising business, Microsoft will lean heavily on new 

product launches and their success to maintain its 

market leader position.  

� Microsoft continues to face competition from Linux and 

other open source technologies in the server software 

segment. Now, free desktop Linux available from Ubuntu 

and a licensed version of desktop Linux from Novell are 

sufficiently user-friendly that some corporations and 

consumers may switch from Windows to reduce costs. 

This is a threat Microsoft needs to counter, which is why 

it is partnering with Novell in the server software 

segment. 

� Software-as-a-service is a trend in the industry which 

Microsoft needs to swiftly implement in its product 

offerings. This service uses the Internet as a distribution 

channel for software which customers, particularly 

businesses, pay a fee for access to software programs. 

We believe that corporations will move away from the 

traditional software model to Software-as-a-Service, 

which will help them reduce their technology expenditure. 
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Our outlook on the application software sub-industry is 

negative. The US economy is showing little signs of turning 

around and the global credit crunch and financial meltdown 

are trailing the US market. We believe that in the short-term 

US GDP will shrink at -1.15%
1
. At the time of the creation of 

this report the unemployment rate in the US was hovering 

around a high of 8.1%
1
. These key performance indicators 

(KPI’s) clearly suggest that during 2009 the US economy will 

continue to struggle to emerge from the recessionary weather 

of 2008. This will impact the application software industry 

adversely.  

The below attached graph clearly displays estimated revenue 

growth figures for the industry. 

 
Source (IBIS Report for Software Publishing in the US + Analysts Valuation 

Model) 

 

The spending of corporate houses in the US vis-à-vis 

application software will be hugely impacted by this current 

downturn. The below displayed graph illustrates the 

application software spending by various sectors. 

 
Source (IBIS Report for Software Publishing in the US) 

As can be viewed from the pie-chart, some of the biggest 

spenders in the application software industry have been 

sectors such as Finance and Insurance and Manufacturing. 

The sub-prime induced recession has impacted these two 

sectors hugely which reflects clearly on the revenue growth 

projections for the industry. 

But we believe that the industry will have a tailwind with 

improved consumer confidence after the success of the 

government intervention is reflected in some of the sectors 
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which have been traditionally high spenders in the application 

software sub-industry. 

Microsoft Corporation is by far the biggest and the most 

influential player in the operating system market with a market 

share of 48%. Its footprint in the middleware and enterprise 

segment is still developing. Microsoft’s other dominating 

business unit is its servers business. Though facing stiff 

competition from IBM and Sun, Microsoft continues to be a 

market force in this business segment with entrenched client 

relationships and license agreements. 

Despite being a behemoth in the technology industry, 

Microsoft has often been at the wrong end of anti-trust 

litigations because monopolistic strategies of bundling 

products and limiting access of rival products onto its publicly 

available platforms and operating systems. This has eroded 

Microsoft’s goodwill forcing the strengthening of the open 

source movement. We believe this phenomenon will continue 

to challenge Microsoft in the future. But with its renewed 

efforts to talk to Yahoo Inc! after Yahoo changed its senior 

management post a breakdown in talks with Microsoft, its 

diversification efforts in the mobile OS vertical in addition to 

upcoming product launches, we believe Microsoft is 

positioned attractively to weather the storm.  

Nonetheless we think that despite the mission criticality of 

application software systems, most enterprises will delay 

purchasing new software. This would mean that most 

corporations would forego the adoption of Windows Vista and 

wait until the release of Windows 7, though the beta version is 

already publicly available. The following report will provide 

more detail on Microsoft’s current market position, its future, 

and detailed support for the HOLD recommendation provided. 
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Microsoft is the world’s largest software maker, driven by its 

monopolistic behavior in the operating systems business. It 

generates revenues by - development, manufacturing, 

licensing and support of - software products and services of 

various computing devices.  

 

Microsoft’s software products and services include operating 

systems for servers, personal computers, and intelligent 

devices, server applications for distributed computing 

environments, information worker productivity applications, 

business solutions applications, high-performance computing 

applications, software development tools, video games and 

consulting and product support services  

 

Microsoft’s revenue breakup for the fiscal year 2008 by its 

various business segments is as follows: 

 

Source (Microsoft 2008 Annual Report) 
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Microsoft’s five operating segments are as follows: 

 

i) Client  

The segment includes sales and marketing expenses for the 

Windows operating system and product development efforts 

for the Windows platform. This segment contributed 27.91% 

of the revenues in fiscal year 2008.  

The performance of this segment year-on-year has been as 

shown in the chart below. 
 

 

         Source (Microsoft 2008 Annual Report and Analyst predictions) 

 
The drop in revenues is due to a decreased spending in the 

retail and corporate clientele base of Microsoft. Despite the 

drop, we envisage that installed worldwide base for Microsoft 

upgrades should provide for growth for many years.  

Our guidance for this business segment of Microsoft is that 

2009 will see revenue growth rates drop by 6% for the first 
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time in Microsoft’s history. But the timely release of Windows 

7 should see the revenue growth rates jump up again and we 

forecast a CAGR of 9.35% till 2013 for the Client business 

segment. 

 

Products  

The primary product of this segment is the Windows OS. 
 

Competition 

This business segment faces strong competition from well-

established companies with differing approaches to the PC 

market. Competing commercial software products, including 

variants of UNIX, are supplied by competitors such as Apple, 

Hewlett-Packard, IBM, and Sun Microsystems. The Linux 

operating system, which is also derived from Unix and is 

available without payment under a General Public License, 

has gained some acceptance as competitive pressures lead 

PC OEMs to reduce costs and new, lower price PC form 

factors gain adoption.  Apple takes an integrated approach to 

the PC experience and has made inroads in share, 

particularly in the U.S. and in the consumer segment.  

Despite the competition, we believe Microsoft is entrenched 

enough in this vertical to stave off competition for some time 

to come. Also, critical to the longevity of its reign as market 

leader in this segment will be the success of its product 

launches in 2009-10. 

  

ii) Server and Tools  

This segment develops and markets software server 

products, services, and solutions. The segment also builds 

standalone and software development lifecycle tools for 

software architects, developers, testers, and project 

managers.  

This segment has performed consistently for the last 3 fiscal 

years, contributing around 21% to the total revenues of 

Microsoft Corporation.  

 

               Source (Microsoft 2008 Annual Report and Analyst predictions) 

 
Our guidance for this business segment of Microsoft is that 

2009 will see revenue growth rates drop by 4% for the first 

time in Microsoft’s history. But improving economic conditions 

and increasing spending on IT infrastructure in the years to 

come should see the revenue growth rates stabilize again and 

we forecast a CAGR of 5.94% till 2013 for the Server and 

Tools business segment. 
 

Products and Services 
The primary products of this business segment are the Windows 

Server operating systems, System Center products and Forefront 

security products. 

 

Competition 

Microsoft’s server operating system products face intense 

competition from a wide variety of server operating systems 

and server applications, offered by companies with a variety 

of market approaches. Vertically integrated computer 

manufacturers such as Hewlett-Packard, IBM, and Sun 

Microsystems offer their own versions of the Unix operating 

system preinstalled on server hardware.  

In fact the recent near merger of IBM and Sun would have 

seen Microsoft’s market share in this segment shrink 

considerably. We will analyze the IBM-Sun deal in some 

detail in a later section. 

We believe that the competitive position of Linux has also 

benefited from the large number of compatible applications 

now produced by many leading commercial software 

developers and non-commercial software developers. A 

number of companies supply versions of Linux, including 

Novell and Red Hat. Server virtualization platform providers, 

such as VMware, are another form of competition for the 

Windows server operating system.  

Microsoft’s Web application platform software competes with 

open source software such as Linux, Apache, MySQL, and 

PHP, and Microsoft also competes against Java middleware 

such as JBoss, Geronimo, and Spring Framework. 

iii) Online Services Business 

This segment consists of an on-line advertising platform with 

offerings for both publishers and advertisers, personal 

communications services such as email and instant 

messaging, online information offerings such as Live Search, 

and the MSN portals and channels around the world. This 

segment has historically had a share of about 5% in 

Microsoft’s revenue stream. The 2008 figure was $3.3 Billion, 

comprising 5.32% of its revenues. 
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Source (Microsoft 2008 Annual Report and Analyst predictions) 

 
Our guidance for this business segment of Microsoft is that 

2009 will see revenue growth rates jump by almost 58%. This 

can be attributed to Microsoft’s recent acquisition of 

aQuantitative and also its aggressive strategy to garner a 

bigger share of the online advertising revenues industry. We 

forecast a CAGR of 22.29% until 2013 for the Online Services 

business segment of Microsoft. 

 

Products  
The primary products of this business segment for Microsoft are Live 

Search, MSN, Windows Live; MSN Mobile Services; 

Competition 

This segment faces competition from AOL and Google. To 

counter this threat Microsoft planned for the merger with 

Yahoo. The deal was called of formally on the 12th of March. 

But interestingly, after Yahoo’s change in senior 

management, it is rumoured that Microsoft and Yahoo are 

renegotiating once again.To support Microsoft’s interest in 

Yahoo, please find below the chart which highlights 

Microsoft’s current position in the online advertising business 

vertical. 

 

Source (www.techcrunch.com) 

As shown in the charts above, the combined ad revenues 

totaled $8.5 billion in the fourth quarter, up from $8.2 billion in 

the third quarter and $7.8 billion in the fourth quarter of 2007. 

Google continued to dominate, accounting for 65 percent of 

those revenues, up from 61 percent from a year ago but 

slightly down from its 65.3 percent share in the third quarter.  

Google contributed slightly more than half of the growth.  

Yahoo’s 19.1 percent share of revenues went up quarter-

over-quarter by the same amount that Google’s went down 

(0.3 percent).  Microsoft’s $866 million in online revenues 

gave it a 10.2 share, up from 9.4 percent in the third quarter.  

And AOL’s advertising revenues remained flat at $507 million, 

giving it a 6.0 percent share (down 0.2 percent). This clearly 

suggests that Google continues to be the market leader as far 

as online ad revenue generation is concerned. We believe 

this will be a continuing feature of Google’s business model 

driven by its strong algorithms such as AdSense. But we 

expect Microsoft to progress aggressively in this vertical and 

continue to strive for a partnership with Yahoo to stave off 

Google’s threat.  

iv) Microsoft Business Division 

The offerings of this segment include the Microsoft Office 

system and Microsoft Dynamics business solutions. This 

business segment has been performing consistently with 

revenue share of 31.33% in the fiscal year 2008.  

We envisage a slowdown in the revenue growth of this 

division because Microsoft will face stiff competition from 

OpenOffice and Googledocs in addition to a decrease in the 

renewal of product licenses due to the decrease in IT 

spending by retail and institutional end-users. OpenOffice is 

free and has interoperability with MSOffice. We expect that 

customers will prefer to shift to OpenOffice instead of paying 

licensing and upgrade fees to Microsoft. Googledocs is a free, 

Web-based word processor, spreadsheet, and presentation 

application offered by Google. It allows users to create and 

edit documents online while collaborating in real-time with 

other users. Microsoft will need to provide value additions to 

MSOffice to an extent that customers should be willing to buy 

MSOffice instead of using freely downloadable office 

software. We don’t see this happening as open-source 

software quickly catch up with any new features added to 

MSOffice.  

Our guidance for this business segment of Microsoft is that 

2009 will see single digit revenue growth rates of about 2%. 

But with increasing stability of capital markets and with 

increasing IT spending budgets if corporations, we forecast 

stabilizing revenue growth in this business segment with its 

revenue witnessing a CAGR of 6.85% until 2013 for the 

Business Division business segment of Microsoft. 
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 Source (Microsoft 2008 Annual Report and Analyst predictions) 

 
 

Products 

The primary products of this segment are Microsoft Office, 

Microsoft Project, Microsoft Visio and Microsoft Exchange 

Server. 
 

Competition 

Competitors to the Microsoft Office system include many 

software application vendors such as Apple, Corel, Google, 

IBM, Novell, Oracle, Red Hat, Sun Microsystems. IBM 

(Smartsuite) and Corel (WordPerfect Suite) have measurable 

installed bases with their office productivity products. Apple 

may distribute certain of its application software products with 

various models of its PCs.  

We think that the OpenOffice.org project provides a freely 

downloadable cross-platform application that also has been 

adapted by various commercial software vendors to sell under 

their brands, including IBM, Novell, Red Hat, and Sun. 

Additionally Google has also launched Google Apps, a hosted 

messaging and productivity suite, and also provides an 

enterprise search offering that competes with Microsoft Office 

SharePoint Server for Search, Microsoft’s new enterprise 

search product. We are also of the belief that web-based 

offerings such as AjaxWrite, gOffice, iNetOffice, SimDesk, 

ThinkFree, wikiCalc, or other small projects competing with 

individual applications, can also provide an alternative to 

Microsoft Office system products. 

 

v) Entertainment and Devices Division 

This segment responsible for developing, producing, and 

marketing the Xbox video game system, including consoles 

and accessories, third-party games, games published under 

the Microsoft brand, and Xbox Live operations, as well as 

research, sales, and support of those products.  

 

Source (Microsoft 2008 Annual Report and Analyst predictions) 

 

Being a discretionary item, we forecast the sales in this 

segment to be affected the most due to the recessionary 

spending cuts. Our guidance for this business segment of 

Microsoft is that 2009 will see a reduced revenue growth rate 

of about 32% from a growth rate of 34% observed in 2008.We 

forecast revenue growth in this business segment with its 

revenue witnessing a CAGR of 1.32% until 2013 for the 

Business Division business segment of Microsoft. 
 

Products 

The main products for this unit are the Xbox 360 console and 

games. Additionally there are numerous consumer software 

and hardware products (such as mice and keyboards and 

Windows Embedded device operating systems. 
 

Competition 

We believe that the entertainment segment is highly 

competitive and typically characterized by rapid product life-

cycles. In this vertical Microsoft’s Xbox hardware business 

competes with Nintendo and Sony. In addition MS’s product, 

Zune is a distant second to the market leader, Apple’s i-Pod. 

Below is a chart which highlights the major characteristics if 

each media-player, i-pod and Zune. 

 

Source (Blog Wired.com
6
) 
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It is clearly evident that there very few technical differences 
between the two product ranges but Apple’s brand loyalty, 
product design and first mover advantage in the vertical has 
ensured a market leader position for it in the media player 
industry. Zune’s and i-pod’s revenue comparison shown in a 
chart below clearly exhibit this phenomenon. 

 

Source (Google Trends7) 

Also Microsoft’s product, Mediaroom faces competition 
primarily from a variety of competitors that provide elements 
of an Internet protocol television delivery platform, but that do 
not provide end-to-end solutions for the network operator. 
Windows Mobile software and services faces substantial 
competition from Apple, Nokia, Openwave Systems, Palm, 
QUALCOMM, Research In Motion, and Symbian.  

The revenue distribution for Microsoft with respect to various 
segments, for the years 2006 to 2008, are displayed in the 
below attached chart. 

 

Source (Microsoft 2008 Annual Report1) 
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According to IDC, global spending on packaged software 
totaled $211.3 Billion in 2005, with Microsoft’s share totaling 
$35 Billion (17% of the total market). IDC expects the system 
infrastructure market to grow at a CAGR of 9.1 % from 2005 
to 2010. Almost 50% of MSFT’s revenues come from this 
vertical. The applications market, which constitutes almost 
33% of Microsoft’s revenues, is expected to grow at 7% and 
the application development and deployment market is 
forecasted to expand at a rate of 7.1%. 
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Microsoft’s core strategy is centered on software as a service. 
This strategy was initially proposed by Bill Gates in 2002, 
when he spoke about Microsoft’s .Net strategy. The 3 key 
elements of this strategy are as follows - advertising-
supported business models, trial-version downloads as a 
model for new software adoption and demand from users for 
integrated user experiences that “just work”. 

We believe that these themes are expected to be Microsoft’s 
core principles which drive its business in the years to come. 
It is therefore focused on creating seamless user experiences 
across PC’s, cell phones, PDA’s, home entertainment 
consoles and devices. It also envisions delivering multiple 
levels of different services, some of which maybe free or 
advertising supported, some of which will have low prices, 
and some at high pricing points, depending on the needs of 
the user. 

We think MSFT’s corporate strategy will be driven by their 
belief in the fact that software must be sold as an application, 
which resides on the user’s system or network and as a 
service, with the application and data residing on its servers 
with users gaining access through the internet. Though 
inherently a threat to its core business model, but our analysis 
suggests that Windows 7 will see a paradigm shift in the way 
Microsoft allows its end-users to connect to their various 
Microsoft powered devices seamlessly, inching towards 
strategy of selling software as an application rather than a 
software. 

Additionally, Microsoft’s foray into the mobile OS industry also 
has witnessed the implementation of this strategy with 
providing developers the opportunity to interface with the OS 
and also going as far as revenue sharing with developers 
based on use of their applications housed on their devices. 
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�  Microsoft received a notice (15th January 20098)from the 
EU which objected to its bundling IE with its OS. The EU 
alleged that the company violated antitrust laws and has 


