TO:

FROM:

DATE:

SUBJECT:

Jim Allchin
Paul Allen
Steve Ballmer
Jeremy Butler
Pam Edstrom
Frank Gaudetie
Aaron Getz
Gary Gigot
Rob Glaser
Pete Higgins
Joachim Kempin

Bill Gatcs

May 16, 1991

/1

Asymctrix

W-E -

9N/1

W-EB
14

Challenges and Stratcgy Memo (artached)

EXHIBITS
26 %
Ol

tabbies*

X 194912
CONFIDENTIAL

X194912

PLAINTIFF’S
EXHIBIT

7138

Comes v. Microsoft



Challenges and Strategy

Bill Gates
May 16, 1991

Prologue: The Reason for this Memo

Every year | sct aside at least one “think week” to get away and update myself on the latest technical

developmeats - reading PhD thescs, using competitive products, reading books, newsletiers and anything

1 can get my hands on. Scveral valuable thoaghts have come out of these retreats (tables foc Word,
. oudining in Excel, treating DOS as morc of an assct), bowcvcrﬂxcoomplcntyofthcmdustry and its
techoology means that alot of my time is speat just trying to keep up rather than coming up with new
product ideas. -It is no longer passiblc for any person, cvea our *acchitects”, to understand everything
that is going on. Networking, processors, linguistics, maltimedia, development wols, and user interfaces:
are just & subset of the tectmologics that will affect Microsoft. My role is to vaderstand caough to sct
direction. | egjoy these weeks a great deal - not bocause I get away from the issucs of nmaing Microsoft
but rather because I get to think more cleady about how to best Iead the company away from problems
and woward opportunitics. A lot of people choose things foc me to read. Bylbccudofthcwacklmakc
an effort to synthesize the best ideas and make our technical strategy clear.

This ycar I decided 0 write a memo aboutovcxaﬂ strategy to the executive staff. As we have grown and
faced new challenges my oppoctuaitics to speak to cach of you directly has been gready reduced. Even
the aspocts of our strategy that remain unchanged are worth reinforcing.

In the same way tﬁmDEC'smtcgy for the 80's was VAX - one architecture, oae operating system < oac
. strategy for the 90s is Windows - one evolving architecture, a couple of implementations. Everything we
do shouyld focus on making Windows more auoocssﬁxL

A source of inspiration to me is & memo by John Walker of Autodesk called “Autodesk: The Final Days®

- (copics available from JulieG). Ics brilliantdy wriaen and incredibly insightful. John hasa't been part of

- Autodesk manageimcat for three years and hasa't attended any management mectings for over two years,
s0 he writés gs an outsider questioning whether Autodesk is doing the right things. By talking about how
2 large company slows down, fails to invest caough and loscs sight of what is important, and by using
Microsoft as an ‘example of haw. mdosomcthmgsoorma{yhcmanagammuchouﬂotofwhats right
and wrong with Microsoft today. Amazingly his nightmare scenacia to get people to coasider what's
really important is Microsoft deciding to cuter the CAD market - something we have no present thoughts
of doing because it would stretch us wo thin, Our nightmare - IBM “attacking” us in systems software,
Navell “defeating™ us in networking and moce agile, lower cost structure, customer-oricated applications
competitocs gcmng tbcn'W‘mdows act logcthcr is not a scenario, but a reality.

‘Reccatly a long time employee mentioned that we seem to have moce challenges faang us uow thaa ever
befoce. Althiough I agroe that it feels that way I can say with confidence that it has felt that way every
year for the last 15, We docided to pursuc a broad product strategy from the very beginning of the
company and that means we have a Jot of competitors. Our success is incredible, not just within the
software industry or computer industry but within the history of busincss, and the combination of this
with the incredibly competitive nature of our business breeds challenges to our posmon. [ think it is
critical to divide these challenges into differcut catcgorics.
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Category 1

Thix category contams issucs of great importance but which I judge should have lmlc cffoc( on bow you
do yvour job or our future. .

Applehwtult -This is & very scrious lawsait. Ifmcjudgcrulmagxmsws,wntbou(mahngudcarwha(
wchawmchmgccxlskxusmdhninamumcchmgﬁmdamwmlwaumndowmgsysmaxkc
overapping windows) it would be disastrous. At the very start of this lawsuit we decided that Bill
NcukommdIwouldpvcnvayhx@pnomyandthnlhcmoﬁhccxcwdvcstaﬁ’oouldfomsou(hcir .
jobs without learning about the complex twists and turas of the lawsuit. Microsoft is speading millioas to
ddmdfammwnmncdmcvaympukmdomxymmmcmmandwhdpsamcbomdma
of where copyrights should and should not be applicd. I think it is absurd that the lawstit is taking so
fong and that we arc educating the third federal judge oa the case. Iamplcascdwuhom'workonthls
case, Ourmwdmmwxllalmoammlypmndmmnsuuchangcd. .

Federal Trade Commizsioa: kmustbc:m'pﬂnngtbatourtwomostvmblcpmblcmsmmdus
categary. Certainly I take the FTC inquiry seriously and I am sure it will use up cven more exccutive
staff time than the Apple lawsuit has. Howcever ] kmow we doa't get unfair advantages in any of the
markets we are in. As Ruthana Quindlen stated reccady in InfoWordd (supported by many other
cdmomhlikcBusmaswock’s)mxroombmanonofpmdncuissunilartolhatofcvayochcrhxgh
lcchnologyoompanymdommmsubmodonhavmgm&pmducs Ihopcwecanqmddycducztc
tthICouourbusmas.

Retirement of key e:xecudvcr 'Ihcmuxuncutof JonShn‘lcymd]cmmy Buder - absolately two of the
finest exocutives anywhere - are significant losscs foc Micrasaft.  Last ycar's “thiok week™was my worst,
bmuchkcHaﬂmanaﬂodmcmsayJaunywuplmmngmm I had Jercmy fly out and mect
with me foc hours o try and change bis mind. 1 am sure more people will be retiring in the futire.
However, I am confident that we are devcloping a loc of great people intcrnally and that we arc hiring the
best people from outside the company. Just Jook st some of the rocent additions to our executive staff -
people like Brad Silverberg, Jeff Raikes and Gary Gigot. Cons:dcr(hctalcntpoolnghtbclowﬂm
executive staff lovel - Jim Afichin, Pete Higgins, Paty Stoaesifer, Rob Glaser, Mike Murray, Mike
Browu and so many others. I love wocking with poople of this calibicr - not ouly do they do a.good job

) bu(&cykocpmcdomgmybat_ Immlyhavcnoplxnsmbackoﬁ'&ommydodianoummc .
company.

Printer business wnlt: Geacrally when we cater a product categoxy, wcinno'vazc. Evea if our first
version is not & winaer; we establish a positioa from which we can make further improvements. Our
- catry into the penter softwarc business has not sucoseded. Steve is considering what stategy we should
pursue 0 make the best of our eqrors. Ourpmblanshavccducatoduswconsxda'amﬁﬂly(hc
impoctance and syncrgy of doing new things. Offering a cheap Postseript tamed out to nat only be very
- hard but completely irrclevaat to helping our other peoducts. We overestimated the threat of Adobe as a
compctitoc and coded up making them an “¢acmy”, while we hurt our relationship with Hewlet-Packard
and focused on non-Windows specific issucs. Sclocting TrueType as a our foat solution and building it
mw(hcaymnmmcmdlcutdoamondcspmmcunmmscmommsmaihasmam -TrucType - our
foat format - is separste from Truelmage - our Postsaript clone, Priating is critical and we will be
mvolvodmprmnngsoﬁwm:.butmldlffamtwaymmwchavcwdam. The eauuou wc have shown in
malking acqumuonsumxfomd bylmscxpcncncc.
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Category 2

Thesc are problems that are scrious but solving them comrectly will provide growth o they can be mough(
of as opportunitics. . .

Dislike of Mlcrosoft/apenness: Our applications have always succeeded based oa their own merit rather
than oa some benefit of unfair knowledge of system software. We need to explain our hardware aeutral
approach and the beacfits that has geacrated foc ead uscrs. We neod 10 have visible cvents oa a regular
basis where we solicit the inpat of anyone who wants to influcace our future direction. If we can
institutionalize a process that the world feels comfortable with, we will streagthen our position -
incredibly. This is going o require a lot morc creativity than even the "Open Focums™ we ace
discussing. UND(hasOSFdeIOpcu--wcalsonecddwwaysfororganimdousofautypa ) :
(hardware, ISV, IHV, corporation, tmiversitics) © fee like they have something invested in our approach

IBM: IBM is proposing to take over the definition of PC desktop operating systems. This would be 2
new role foé them - their previous attempts: Topvicw and the 3270 coutrol program; did not sucoced.
The barriers to their success arc not only techmical but structural. Why arc they willing to lose so much
moocy 0a systems software? The answer is that they have a plan to desiga the operating system so that
their hardware (MCA) and applications are tied in. Our disagreements with IBM over OS/2 were that we
wanted to push 2.0 and they wanted to push 1.3, Now they have switched to the strategy we proposed -
even using our marketing slogan "better windows than Windows™, We will nocattack IBM asa
company and cvea our public “attacks® on OS/2 will be very professional. Our strategy is to make surc
that we evolve the Windows API and got developers to take advantage of the new features rapidly, while
IBM has 2 poor product with poor Windows fuactionality. Amazingly they are not cooperating widh us
ouourcompatibilitynpp:mdxcaﬂodWlD.butamuyingthcappxoadchdi4potcboosco£using
Windows code itself. Their lack of cooperation limits WLO cffectivencss and the Windows approach has
contractual and technical problems foc them. We will do almost no work specific 0 05/22.0 - we will
rely ou their 1.3 compatibility to run our applications and most of our networking software. Our focus is
0a OS2 3.0. If a customer bays 0S/2.2.0, the problem foc us is that they will expect o get Extended
Edition and pechaps some PM16 applicatioas that may not be on 3.0 so we may have "lost” that
customer, Other than usability, making surc Windows is the winning OS is our highest priority.
_Evecatuatly we nocd (0 have at least a neutral relationship with IBM. Foc the next 24 months it may be
fairly cold. If_wcdosuwcod,d:cnwcwinbcdoocfomvcrwi(hthcpooreodc.poordmign.poorproocss.
and other overhead that doing our best to do what IBM has led us to (for the last five years). We can
cmerge as 2 better and strouger company where people won't just say we arc the standand because IBM
chosc us. In the Jacge accounts IBM will retsin a somc of its influence - this is where our risk is highest.

Usabllity/support: If there is any area we have not paid coough attentioa to it is usabifity/support. Itis
.mﬂyanbaxms'ingchqxpooplchavcmvizitwlongond:cphoncmmlkmnsaboutproblansif:our
products, The number of customers who get a bad impression becausc of this must number in the
millioas worldwide. Why weren't we hiring at full spced and picking new site every day for the last three
years? Why did poeople keep talking sbout support as a peofit ceater? The creation of support as a
channel hid its costs from the product groups. As CEO I take full respoasibility foc these mistakes. Our

. prodacts can be far more usable and the product groups are focusing oa this oppartuaity - pacticularly the .
Windows and Windows applications groups. We will spend what it takes to bave the best support
(without an 800 number). I think we can cut the aumber of phouc calls geacrated by our products (o less
* than balf of what itis today and use training and technology ta cut the Icagth of the phonc calls. | .
However, we shouldn't assume this in ouc plans to solve the problem. Exocl 3, Win Word 2 and our EBU
products bave started ©0 move us in the right direction. Hopefully Windows 3.1 will geocrace a lot less
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calls. The bandwidth of communication between the product groups and PSS is going up dramaticaily,
but there is sdll lots of room for creativity. [ insist that we arc able © use our quality of suppoct as a sales
wol. Surveys like the I.D. Power survey doac ou curs will become important - asking people: How

" many times were you coafused? How many times did you have 0 call? How good was the scrvice yau
reccived? Fixing this problem will cost us a lot of profits and we should make that clear to analysts.
With this problem fixed we ¢an really start building some lifetime customers. Ouly really usable
software can be used by the “rest of the people wha have not bought PCs”, so making sofiware more’

 usable cxpands the market. Likewise it is the usability of software that will deternine how many people

decide 0 use oaly & WORKS-like product of move ap to & larger package and ic will detcrmiac how
many large packages they can casily work with. Usability is incredible stuff - oace it is desigaed it is
easy to implement, saves moacy, wins macket share, makes customess hagpicr and lets them buy more
cxpeusive software! :

Networking: We koew it wasn's going 1o be casy but it has beca even harder than we expected to build a.
position in networking. You will see us backing off on some of the spending fevel but don't doubt that
we are totaily committed to the busimess. Our strategy is to build networking into the opcrating system.
Some of the sexvices will not be in the same box but they all will bave beca designed, evangelized,
implemenesd and tested as part of cach operating system release. What this meaas is that we will define
opeaations on and actibutes of entitics like ﬁla.mas.machina.mﬂpduta‘otmioamausasor
applications can bave acocss to directly inside the system software. Although we will allew connections
to differcat systems we will make ours the casiest w0 usc by buadling some of them and making all of
them seamnless. Architecting the extensions for these eatities including our evolution of the file system
and how we tic in with sundards Jike Novell and DCE will be Jim Alickin's respousibility even though
the implementation of several of these will be in other parts of the company (for example OS kernels or -
Maif). We arc in a race to define thesc extensions becanse Novell's dominance and DCE's popularity
could alfow them 0 usurp our rofe unless we get a strong mestage, g0od toofs and great implementations-
dooe fairly quickly, We will cmbrace DCE as a weapoa against Novell although we don't know exactly
bow-to relate ta DCE quite yet. Our streagth wilf come from Windows, including the advanced
mmplementation bascd oa NT. . .-

Tochnology: Technical change is always a challeage for the cucreat companics ia a ficld. Even if they
recognize that a change is taling place, they ace tiod to the past. New companics will move to cxploit the
opporamity, Our gain i spplications is in o small part duc to the failure of the existing leaders 1o listcn
to what we and otber people were saying about GUL Techuical change can be a new hardware platform
_like NeXT, a new type of machine like Pea or Multimedia, 2 new software platform like Patriot Partners,
A Dew category, a redefinition of a category oc a much faster development methodafogy. Many of the
changes that will take place in PCs can be anticipated (performance, memocy, screcas, moton video),
bowever, undecstanding whea aad bow is still quite complex. Qther changes like linguistics, reasouing,
voice recognition or leacuing sre harder 6o saticipate. We will reduce our'technical risk by strengthening
our relationship with the rescarch commaaity aad having some projocts of our owa in accas of greatest
importance (devclopment eaviroumeats and Enguistics, foc example). Nathan (and Kay Nishi befoce ’
him) has pointed out that the transition of consumer electrovics to digital form will create platforms with
systems softwarc - whether it's a touch screca ocganizer or an intelligeat TV. The need to work closely
with Soay, Phifips, Matsushita, Thompsoa and other Japanese consumer clectronics companies will
require people in bo(hTokyodeodmoudwcrkingwithbothmcmcardlandpmduagmupsin these
coupzaics. We should have an annual exchange of research thinking with most of these companices
similac 00 what we want w0 do wich MIT oc Stanford. We have the-opportuaity © do the best job ever in
combining rescarch with developmen in dhe computer ficld lacgely because 0o one has ever doac it very
well (although Sun and Apple arc alsa workiag hard on his). Nathan's kickoff memo talks about having
the research group use our tools and including progam management inside the rescacch eam. S
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Qur proposition is that all of the exciting new fcatures can be accommodated as extensions (o the existing
PC standard. Others proposc that start-from-scratch approaches arc clcaner and therefore better. This ts
the esscnce of the debate with Go, NeXT and Patriot. To win in this we have to get there carly before
significant devclopment momeatum builds up behind the incompatible approach. The key © our
Macintwosh stratcgy was rocognizing that the graphics and process of the PC would not allow us to catch
up s0ou caough to preveat Mac from achicving critical mass so we supported it Sun prescacs a particular
challenge to us bocase they have significant developmeat backing and high ead features to go with their
RISC pecformance. ARC is the most cvolutionary way o get to RISC and it will require a lot of good
“execution by us and othiers foc the strategy to succeed. B :

Our evolutionacy proposition should be quite marketable (0 users - combinéd with bardware ucgmaficy the
message is "Our software runs today’s softwace on all (almost) hardware and both today’s and comorrow’s
software ou all (almost) of tocomow's hardware”. : .

Category 3 ‘
This is a categocy of challenges we face that I don't foel are widely recognized.

Patents: If people had understood how patents would be granted whea most of today’s ideas were
inveated, and had taken out patcats, the industry would be at a complete standsdll today. I fecl certain
that some large compaay will patent some obvious thing related to interface, object oricutation,

~algorithm, application extcasion or other crucial technique. If we assume this company bas 0o -need of
any of our patents thea they have 2 17-year righit to take as much of our profits as they waat. The
solution to this is patent exchanges with large companics ad patcating as much as we can, Amazingly -
we haven't done any patent exchanges that I am aware of. Amazingly we havea't found a way to usc our
licensing position to avoid having our owa customers cause patcat problems for us. I know these aren't
simplc problems but they deserve more effort by both Legal and other groups. For cxample we need 0
do & patent exchange with HP as part of our ncw relatiooship. In maay application categodces
straightforward thinking shead allows you to come up with patcatable ideas. A recent paper from the
Leaguc for Programming Freedom (available from the Legal depantment) explains some problems with
the way patcats are applicd to software.

. Rigidity/Priclng: In the Autodesk memo, Walker talks about the short term thinking that high

- profitability can gencrate. He cites specific examples such as a very conscrvative approach 10 giving out
free software oc a desire to maintain fixed perocatages for the wroag reasons. Microsoft priced DOS
even lower than we do today to help it get established, I wonder if we would be as aggressive today.
This-Is not a simplistic advocacy foc just lowering our prices - our prices ia the US ace about where they
should be. However the price of success is that people fail to allow the kind of investments that will lead
to incredible profits in the future. For example we have gotten away without fuading any intcroal or
external research. "Nathan is working with me to put together a plan that will cad up costing $10M per
yeac about two ycars from ngw. [ have no plan to reduce our spending in some other catcgory by S10M.
Microsoft is good at investing in new subsidiarics and evea at investing in new products (database, mail,
EBU, networking). Most of our rigidity comes where we have a very profitable product and when the
market changes. In these circumstances we should spend more ot charge Icss, but our system locks us
into staying the same and lostng share. .

My largm concern about price competition comes from Borland. Orgaaizations smaller than Bodand
will not have caough presence or credibility to use low price agzinst us broadly. I think 90% of the
significant competition we will face in productivity applications will come from Lotus, WordPerfect,
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Borland, Claris and IBM barring technical innovation by small companies. It is amazing how similar the
applicatioas stategics of Microsoft, Lowts, Borland aud Clads arc. Philippe has a much lowec cost
structure than Loats, IBM or Microsoft, so he can afford to do.things we would coasider wild. Fac
example Borland is considering not offering their Windows word proccssor separately but integrating it
with Quattro for fres - the technical oppacaity and value would be very stroag. This is very diffeccat
than Lotus temporarily offering Ami for free. Only immease loyalty to a product at the end user level
prevents coporations from using their buying power o force a cheap sitc licease. Whea the US -
Government DOD moves software procurement to a separate coutract, the price pec user of software will
cod up around 0. Why shouldn’t some small organization price their product at say $1M for the entire US
"Goverument for all time? We would if we were small and bungry. Forumately most organizations don't
foroc cheap softwarse oa their end users.

Another price coaceru I bave is that companies will eventually cquip all the cmployees that need

software with a full complement of packages, and our oaly revenuc opporturaity will be upgrades oc
‘cphiemeral information. Although this problem is over five years away, 1 think it is importantto keep in -
mind. ‘ ‘ . ‘
Summary -
Readers of this memo may feel that I have givea applications o Litle 2ir time. I dont mean ©
dowaplay their importance at all. Applications have becn the prmary cagine of growth (especially in
International) over the past two years. Although Windows' success is aecessary for Microsoft

" applications to succeed it is oot sufficient, Other ISVs will be there early with good applications fully
exploiting the environment (Notes, Ami, Desigoer), so exploitation is only half of the job. The need o

“reinvent” catcgorics and the way they relate to each other is crucial for all of our applications. I will be
writing up some of my ideas for big changes in applications. :

The simplest summary is to repeat our strategy in its simplest form - "Windows - one evolving
architoctare, a couple of implementations and 2 immense number of great applications from Microsoft
and others.™ The evolutioa refers o the addition of pen, audio, muftimedia, networking, macro tanguage,
32-bit, advanced graphics, sctup, & better file system, and a lot of usability . The "2 couple of
implcmentations” is 2 somewhat humorous reference to the fact that our NT based versioas and our non-
NT vexsions have a differcat code in a number of arcas to allow us to have both the advanced features we
- want and be faidy smalf o the Intel architecture, Eveatually we will get back to onc implementation but
it will take four years before we use NT for everything. ] would not usc this simple summary for outside
consumption - there it would be more like "Windows - cac evolving architecture with hardware freedom
-foc all users and frecdom w chose amougst the largest set of applications.” :

Although thc chafienges should make us quite bumble about the yeacs to comc 1 think our positio:i (best
softwarc company sctting many desktop “standards™) is an cuviable onc and our people are the best. The
opp(_xumity for us if we cxccute this strategy is incredible. : ) -

WHG/g
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