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DIRECT TESTIMONY OF BILL GATES

1 My nameis William H. Gates 111. | am the Chairman of the Board
and Chief Software Architect of Microsoft Corporation. | am a co-founder of Microsoft
and was its Chief Executive Officer from 1986, when the company went public, until
January 2000. | made the decision to relinquish my duties as CEO so that | could spend
more time working with the product groups at Microsoft to develop new technol ogies that
will be necessary to enable the next generation of computing.

2. My work at Microsoft has encompassed nearly every aspect of the
software business. | have written code and architected software products. In my positions
at Microsoft | have met regularly with the leaders of small and large companiesin the
personal computer industry and in related businesses, including companies Microsoft works
with to develop and distribute products, as well as with customers in the business world, in
academia and in government. | closely track trends that might affect Microsoft’ s business.

3. | am married and have two children. | have written two books, “The
Road Ahead” (1995) and “Business@ the Speed of Thought” (1999), both of which deal
with how innovative software technology can increase business productivity.

4, | am submitting this testimony to provide the Court with information
concerning Microsoft’ s development of new platform technology and how that technology
isused by computer manufacturers, software developers and othersin building new
products. | believe that Microsoft has made a significant contribution to the success of the
computer industry through our development and broad licensing of our Windows family of

operating systems and other software products.



5. In my testimony, | identify a number of key aspects of Microsoft’s
business and technology model that have been vitally important to the value that Windows
provides to the marketplace and thusto its success. The non-settling States’ proposed
remedies (“NSPR”) would imperil Microsoft’s business and technology model, depriving
the marketplace of the primary benefits that Windows provides and thereby greatly
devaluing the product.

6. In fact, for reasonsthat | explain in thistestimony, | believe that
Microsoft would be unable to develop a version of Windows that would comply with
Section 1 of the NSPR as written. | understand that if that were the case, Section 1 would
ban Microsoft from continuing to offer Windows in the marketplace, unless the Court later
agreed to modify the remedy.

7. Section | of my testimony describes Microsoft’s formation and our
early development of operating system products. | explain how Microsoft’s creation and
nurturing of a common platform that ran across competing brands of personal computers
(*PCs’) helped to unify afragmented industry by providing consumers with the benefits of
broad interoperability across PCs from many computer manufacturers (“OEMS’) and
applications from many independent software developers (“1SVs’). In so doing, Microsoft
helped to bring about a revolution in computing. | also briefly describe Microsoft’s efforts
viaits .NET and Trustworthy Computing initiatives to develop breakthrough technologies
that, if successful, should spark a new round of investment and excitement in computing,
providing business opportunities for thousands of companies and benefits for millions of

consumers.



8. Section |1 addresses three key aspects of Microsoft’ s business that
have been vitally important to its success and the success of al those who build products
that take advantage of the Windows platform. Those elementsare: (i) the stability,
consistency and quality of Windows and Microsoft’s commitment to devel oping innovative
new releases of the operating system that provide I1SVs and consumers with new
capabilities; (ii) the interoperability across a wide range of hardware and software provided
by Windows and associated tools and documentation; and (iii) the incentive to innovate
provided by the promise of intellectual property protection. The NSRP would undermine
al three elements of Microsoft’s success, causing great damage to Microsoft, other
companies that build upon Microsoft’s products, and the businesses and consumers that use
PC software.

9. Section |11 provides a section by section analysis of the problems
inherent in the NSPR, covering all the substantive provisions of the proposed remedy. The
NSPR would deprive Microsoft of much of the economic value of its two most important
products, Windows and Office, effecting a massive transfer of Microsoft’ s intellectual
property rightsin both products to its competitors. With free access to Microsoft’s
technology, competitors could build a clone of Windows (a product that mimics the key
features of the operating system) and their own version of Office without bearing any
significant part of the R& D expenses that Microsoft incurred to build the technology. Asl
understand it, providing Microsoft’ s technology to its competitors so they can build
“functional equivalents’ of our products now, and match all our future innovations for ten

years, isin fact one of the central objectives of the NSPR.



10. As explained in Section 11, the NSPR would undermine the
Windows platform, to the detriment of all who benefit from it, in many different ways. In
fact, the NSPR would hobble Microsoft as a competitor and innovator across many product
categories because many of its provisions are broadly worded to apply to any Microsoft
product, service, feature or technology.

11. Aside from these concerns, it would be extremely difficult, if not
impossible in some cases, for Microsoft to comply with the NSPR. Many key aspects of
the NSPR, particularly its definitions relating to “middleware,” are vague and ambiguous,
providing Microsoft with no clear statement of its obligations. Other aspects of the NSPR
simply could not be feasibly implemented. Many provisions of the NSPR |ead to extreme
results, but Microsoft would not have the freedom to construe the NSPR in ways that we
find less extreme. Microsoft is committed to complying fully with Court orders, including
any remedy that may be ordered in this case. We can do that only if the remedy isclear as

written and itsterms feasible.

l. MICROSOFT'SROLE IN FOSTERING INNOVATION

12. For more than 25 years, Microsoft has been at the forefront of the
development of the PC industry. Microsoft has played an important role by creating
software—M S-DOS and later Windows—that created substantial business opportunities for
other companies, which in turn made our operating systems more valuable. Today
Microsoft is investing in a next generation computing platform, XML Web Services, that

holds the potential to unleash new waves of productivity gainsin the economy.



A. MICrROSOFT'S DEVELOPMENT OF A STANDARD COMPUTING PLATFORM

13. In the 1960s and 1970s, IBM dominated computing. 1BM made
“mainframes,” large computers such as the System 370 that performed data-intensive
functionsfor large corporations. These systems were expensive to acquire (often
$1,000,000 or more) and expensive to operate. Maintained by techniciansin air
conditioned rooms behind glass walls, few had access to the computing resources that
mainframes provided.

14.  Typically these mainframes were provided to corporate customers
with al the software necessary to make the mainframe useful. Software was not considered
to be adistinct line of business. In those days there was no such thing as a*“ software
company.”

15.  Apart from IBM, mainframes were offered by competitors such as
Data General, Sperry-Rand, Burroughs and others. There was little or no interoperability
among mainframes from each company. A corporate customer would choose an “al IBM”
solution or an al “Burroughs’ solution, etc., for a particular computing need.

16. In the 1970s, Digital Equipment Corporation achieved considerable
success with aline of less expensive computers (called minicomputers) that were
particularly well suited to engineering and scientific tasks. Again, however, there was little
or no interoperability between DEC minicomputers and mainframes offered by IBM and
others. And these computers were still far too expensive to be within the reach of most
consumers or small businesses. The largely “vertical” nature of the industry at thistimeis

depicted below.



19.  Werecognized that to make the Altair and other microprocessor-
based devices useful, they were going to need software. | left college, and Paul and |
founded a company to develop great microprocessor software, which we called Microsoft.
It was not much of abusinessin its early years, just Paul, me and a small group of
developers we hired banging out code day and night in spartan offices in Albuquerque,
New Mexico. But it was alabor of love.

20. Our primary product, Microsoft Basic, was a programming language,
the first for this new breed of computing device. During our first five yearsin business, our
products were directed ailmost entirely at hel ping software devel opers create applications
for thisdevice. From the start, we recognized that the potential of microprocessor-based
computers (or microcomputers, as they became known) would not be realized unless a
broad array of useful software products were written to run on them. Although the market
at the time wastiny, we aimed to fill the need for programming languages and software
tools to make it easy to develop microcomputer software. We knew that our vision could
not be achieved without the creativity and innovation of many developers, including
developers working for other companies. So we began Microsoft with a unique focus:
building tools to enable thousands of software devel opers to create the vast range of
applications that would ultimately make computers useful for consumers and businesses of
al sizes.

21. By 1980, a number of companies were offering microcomputers that
were the precursors to today’ s personal computer. Unfortunately, however, the personal
computer industry was developing along the lines of mainframe computing: the offerings

of various computer manufacturers were separate islands in the sea of computing. Early



PCs such asthe Tandy TRS-80, the Apple 11, the Commodore PET, the Atari 800 and
others each ran their own, distinct operating systems. That meant that software applications
written for one line of computer would not run on any other line. End users thus could not
easily share information among computers and they had to learn a different set of skillsto
operate each one. In other words, the fledgling PC industry was fragmented.

22. In mid-1980, IBM approached Microsoft with its plans to introduce
an IBM “personal computer” (aterm that IBM coined). We were very enthusiastic about
this development. We hoped that the resources, expertise and cachet of IBM would help
peopl e to recognize that the PC could be much more than a“toy,” as many then regarded it
to be.

23. IBM was on a fast-track to develop its PC, and asked if Microsoft (by
then based near Seattle) would license our BASIC language product in order to make their
PC more accessible to software developers, which we did. They also asked that we supply
operating system software for the device. We agreed to do so. We quickly acquired rights
to asmall operating system program (called Q-DOS, for Quick and Dirty Operating
System) and hired its developer, Tim Paterson, to work with us to develop an operating
system that would meet IBM’s needs. Within nine months we produced an operating
system that met IBM’ s specifications. Since that small beginning, Microsoft has invested
more than $6 billion in developing its operating system products (and billions morein
creating devel opment tools and applications that enhance the value of the platform).

24.  When released in 1981, the IBM PC was available with a choice of
three operating systems. CP/M-86, UCSD-P System and MS-DOS from Microsoft. Over

time Microsoft’ s operating system became the most popular because we worked



relentlessly to improve it, adding new features and other innovations to the platform, we
widely licensed it at attractive prices as a consistent software platform that would promote
interoperability among a wide range of hardware and software products, and we helped
developers to build applications for the operating system.

25. Early on, we recognized that consumers would benefit greatly if a
wide range of hardware and software products could interoperate with one another. Among
other things, (i) the products would be more useful if information could be exchanged
among them, and (ii) development costs would fall and a broader array of products would
become available if they could be developed for larger customer segments without the need
to rewrite software to target narrow platforms. As more products became available and
more information could be exchanged, more consumers would be attracted to the platform,
which would in turn attract more investment in product development for the platform.
Economists call this a*network effect,” but at the time we called it the * positive feedback
loop.”

26. Given these benefits, we expected that the market would attach great
value to any product that enabled such broad interoperability. Asl explain more fully
below in Section I1.B, Microsoft committed itself to providing compatibility anong awide
range of products, as we believed the market would demand. There were three key and
closely-interrelated elements to our strategy, a strategy that is unchanged to this day.

27. First, we worked hard to develop MS-DOS (and later Microsoft
Windows) as a useful platform for software developers. We built capabilitiesinto MS-DOS
which developers could draw upon in building their own applications, freeing them from

the need to recreate these capabilities on their own. With each succeeding release of MS-



DOS, we added new capabilities (all of which consumerstake for granted today), thereby
facilitating the efficient development of innovative new applications. Then, as now, these
capabilities are “exposed” to developers via application programming interfaces or “APIS.”
Aswe added new APIs, we also went to great lengths to continue to support existing APIs
so that older applications would run well on newer versions of MS-DOS and Windows. We
thus preserved the integrity and utility of our operating systems even as we drove the
platform forward with new technol ogies such as the graphical user interface in the late
1980s and Internet technologies such as HTML in the mid-1990s.

28.  Second, we broadly licensed MS-DOS at low prices to any OEM that
was interested. This freed developers from the need to create entirely separate applications
for each line of PC. With very minor exceptions not relevant here, MS-DOS was the same
on each line of PC from different OEMs, masking differences in the underlying hardware
platform. Asaresult, developers knew that they could create an application to runon MS-
DOS and that it would run not only on the IBM PC, but also on any other PC that used MS-
DOS asits operating system. OEMs, in turn, knew that they could build a PC based on
MS-DOS without bearing the substantial costs of designing, developing and testing an
operating system themselves, and that their PC then would run the growing body of
applications written to MS-DOS, making their PCs more valuable to consumers.

29.  Third, we actively assisted software developersin making use of the
APIs exposed by MS-DOS, providing them with software devel opment tools and technical
information concerning the operating system, and instructions. We called the employees
who spread the word of the platform benefits of MS-DOS “evangelists,” reflecting the

passion and commitment with which they went about their jobs. Today Microsoft invests
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many hundreds of millions of dollars annually in developing tools, information and other
resources to facilitate the devel opment of products that interoperate with our operating
system. Our Developer and Platform Evangelism Division, some 2,500 employees strong,
is dedicated to thiswork. Hundreds of evangelists are stationed around the world to assist
developersin building products that interoperate with Windows.

30. Microsoft’ s development and evangelization of MS-DOS (and later
Windows) was critical to the creation of the PC industry. At first dozens, later hundreds,
and eventually thousands of OEMs came into existence and built PCs based on the R&D
work of Intel, AMD and others on compatible microprocessors and Microsoft on successive
versions of MS-DOS. Similarly, thousands of 1SVs were formed to build software
applications that took advantage of the ever-growing range of capabilities provided by MS-
DOS, which in turn was made possible by exponential growth in the underlying processing
capability of microprocessors.

31.  With the success of MS-DOS and the products built to work well
with it, the PC industry was organized along a “horizontal” model, quite unlike the model
that prevailed in the days of mainframe computing or even in the early days of the PC
industry. Under this model, shown below, awide variety of companies provide hardware

and software products and services that are broadly compatible with one another.
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397. Under the NSPR, any development work we did in our “Browser”
software would be a money-losing proposition. Section 1 would permit anyone who
licenses 10,000 copies of Windowsto “remove’ Microsoft’s “Browser” code, claim a
reduction in their Windows royalty, and then restore an identical copy of Microsoft’s
“Browser” licensed from a Section 12 licensee. (See Section 111.B.1.d above.)

398. Freerightsto Microsoft’s “Browser” technology would benefit Sun
and AOL—companies that have done relatively little to advance the state of Web browsing
software. Sun dabbled with a Web browser project called “Hot Java’ in the mid-1990s, but
dropped it. AOL bought Netscape in 1998 and then failed to release a major new version of
Navigator until December 2000, even though AOL has aready audience for that softwarein
the form of the 35 million subscribersto its online service. AOL’s December 2000 release
of Navigator was generally not well received by product reviewers or consumers. In the
meantime, Microsoft continued to invest heavily in improving its Web browsing software,
coming out with Internet Explorer 5.0 and Internet Explorer 6.0, both of which won many
awards. Among other innovations, Internet Explorer includes new features, worked out in
conjunction with various State Attorneys General and other government officials, to
promote consumers’ privacy when using Web sites. No other browser that | am aware of
includes such privacy features today.

399. Section 12 would also require Microsoft to provide AOL (and the
rest of the industry) with the source code for MSN Explorer 6.0 and its successors. MSN
Explorer 6.0 isinnovative software that makes it easy and enjoyable to use Microsoft’s

MSN family of Web sites (links are available via www.msn.com).
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400. AOL hasdeveloped and broadly promoted its own client software for
accessing the flagship AOL online service, distributed on millions of CD-ROM s throughout
the country. Accessto AOL’s proprietary online content is generally available only to
AOL subscribers and then only through AOL’ s special client software. Under Section 12,
AOL would be free to use Microsoft’ sinnovations in MSN Explorer in its own access
software, with no compensation to Microsoft.

401. Reducing Microsoft’s incentive to innovate would reduce
competition in Web browsing software. Why would AOL continue development of its own
Web browsing software if Microsoft’ s technology were available free of charge, with rights
to all improvements (assuming Microsoft made any) for the next ten years?

13. Section 13

402. Section 13 singles out proprietary technology from a particular
company, Sun Microsystems, and grantsit special treatment. Section 13 would require
Microsoft to include aversion of Sun’s“Java runtime environment” with all copies of
Microsoft’s Windows Operating System Products and Browsers for ten years. In addition,
the Java runtime environment included with Windows must comply with technical
specifications established by Sun, eliminating the possibility that the version of Java
included with Windows could provide any competition to Sun.

403. Section 13 appears to serve no practical purpose. OEMs are already
freeto install any Java runtime environment they want on their new PCs. Microsoft makes
its Java runtime environment freely available to OEMs and many install it today. OEMs
also can install Java runtime environments provided by Sun, IBM or anyone else. Section

13 appears to add nothing to this situation unlessit is intended to require OEMs to install
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Java. But Section 13 presumably would not obligate to Microsoft to require OEMs to
install Javasince Sections 1, 2.c and 7 enable OEMs to remove any “Middleware
distributed by Microsoft” from Windows. (Section 22.x.ii.)

404. Although Section 13 does not appear to serve any purpose, it would
create significant problems and risks for Microsoft because it grants Sun unfettered control
to define the software that Microsoft must include in Windows. In particular, Section 13
requires that the Java software in Windows comply with the “latest Sun Microsystems
Technology Compatibility Kit.” The “Compatibility Kit” is developed by Sun. Microsoft
software will not satisfy the “ Compatibility Kit” because doing so requires a license from
Sun granting the right to devel op software compliant with the current versions of the Java
specifications, and Microsoft no longer has such alicense. Indeed, the only software that is
likely always to adhere fully to Sun’s specifications in the future is Sun’ s technology.
Thus, as a practical matter, Microsoft’s only option under Section 13 would be to ship
Sun’s version of Java software.

405.  Section 13 would present a number of significant problems. First,
Section 13 would expose Microsoft to substantial intellectual property infringement risk
under patent, copyright, trade secret and trademark law. Microsoft would be subject to this
risk for any Java software we are required to include in Windows. In the case of a product
like Windows, about 120 million copies are distributed annually around the world, making
thisavery big risk. If Java software from Sun or IBM is alleged to violate any patent,
Microsoft could be subject to damages claims and an injunction to block the release of a
new version of Windows, to require modifications to existing versions of Windows and to

recall Windows products already distributed—potentially causing great damage to
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Microsoft aswell as OEMs and ISVs. Infact, Kodak recently filed alawsuit alleging that
Sun’ s Javatechnology is violating three Kodak patents. See Eastman Kodak Co. v. Sun
Microsystems, Inc., W.D.N.Y. No. 6:02 civ. 6074 (Telesca, J.)

406. Second, Section 13 places no limits on how Sun might elect to define
the specifications for a“compliant” version of Java. Sun could easily include specifications
that would render any compliant Java runtime environment incompatible with Windows.
Sun could even draw up specifications that would require any compliant Java runtime
environment to make changes to Windows that would affect its performance.

407.  Sun and Microsoft sued one another in 1997 for claims related to
Microsoft’ s implementation of Java technologies pursuant to alicense agreement from Sun.
That litigation was settled in January 2001. In June 2000, while the litigation was till
pending, Sun sent Microsoft aversion of its Javatechnology (version 1.1.8) that included
tests that specifically detected Microsoft innovations in our Windows Java runtime
environment. These tests did nothing to test the functionality of our implementation of
Java; they simply detected Microsoft’ s Java innovations and the test “failed” if the
innovations were found. Microsoft promptly rejected those tests as a breach of our license
agreement with Sun.  Under the NSPR, however, nothing constrains the tests Sun might
include in some future Java Compatibility Kit except, perhaps, the so-called Java
Community Process that was established by Sun and over which | understand Sun has
retained veto power for important decisions.

408. Third, Section 13 provides Microsoft with no way to control the size
of the software it would be required to include in Windows and Internet Explorer.

Implementations of software written to Sun’s specifications asit evolves over ten years
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could be very large—and would have to be large if Sun elected to “ specify” more functions
than it does today as constituting a compliant Java runtime environment. Such software
could easily double the size of Internet Explorer and, over ten years, could rival the size of
Windows itself.

409. Fourth, Section 13 provides Microsoft with no way to control the
quality of the Java runtime environment code it must include in Windows and no
indemnification against legal risk associated with the non-Microsoft software we would be
required to ship. The non-Microsoft code could include bugs or other performance
problems or expose security risks. Microsoft would have no right to fix flawsin software
supplied by third parties, yet it could be exposed to damages claims caused by them.

410. Finaly, | am concerned about the relationship of Section 13 to all the
other rules and engineering obligations that would be imposed upon Microsoft by the
NSPR. The Javaruntime environment that Section 13 would require Microsoft to distribute
would be a“Microsoft Middleware Product” becauseit is*“Middleware distributed by
Microsoft . . ..” (Section 22.x.ii(2).) In addition, various parts of the Java runtime
environment would presumably constitute “Microsoft Middleware Products’ in their own
right because other “Middleware” programs provide functionality similar to parts of the
Javaruntime environment. (Id.) | have not seen anything in the NSPR that would make
clear that Microsoft is not obligated to comply with provisions such as Sections 1, 2(c), 4,
10 and 15 as to these non-Microsoft “Microsoft Middleware Products,” but clearly we

would have little or no ability to do so.
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14. Section 14

411. Microsoft Office is Microsoft’s second most important product,
generating revenue for Microsoft of more than $7 billionin our last fiscal year. Assuch,
Officeis enormously valuable technology initsown right. In addition, the availability of
that technology on Windows is an important reason why consumers want to use Windows.

412. Although Officeisthe quintessential application—not an operating
system for the Intel x86 architecture—the NSPR would impose a severe penalty on our
Office business: a mandatory transfer to three competitors of rightsto all of Microsoft’s
Office technology, including all improvements to that technology for the next ten years.
Like other provisions of the NSPR, Section 14 would provide no compensation to
Microsoft for use of itsintellectual property, other than a one-time, upfront payment from
the “auction” winnersthat islikely to be low, given the economics of the software industry.

413.  Furthermore, the NSPR would authorize the three auction winners to
run Office on the “functional equivalents’ of Windows that would be enabled by Section 4.
In fact, Section 14 gives the auction winners even more help to create clones of Windows
than Section 4 does, requiring Microsoft to turn over “al parts of the source code” for
Windows “necessary for the porting.” 1n other words, the NSPR would turn over to
Microsoft’ s competitors rights to the two key assets we have built up over many years. the
platform capabilities of Windows and the premier application we have built to run on that
platform. Taken together they account for roughly two-thirds of Microsoft’ s revenues.

414. With those assets in hand, and no ongoing royalty to Microsoft,
platforms built with Microsoft’ s technology would have a big price advantage over
Windows and Office. Competitorsto Microsoft could price their Windows clone software

(which could be an API layer on top of Linux) and their version of Office very low, even
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free, providing them with a price advantage of several hundred dollars over Microsoft’s
offerings of similar technology.

415. Professor Shapiro testified that “Microsoft’s Office franchise is not
directly impacted by [Section 14].” (Direct Testimony of Professor Carl Shapiro §113.)
With all due respect, | strongly disagree. | believe that Section 14 would have a grave

impact on Microsoft’ s Office business.

a. Why Microsoft Built Office

416. Asdiscussed above, the purpose of a software platform isto provide
useful system services that developers can use to create great applications. If great
applications are written, consumers will buy the platform to run the applications. As such,
generating great applications for a software platform is a key aspect of competition in the
platform business. Microsoft works to generate a large pool of quality applications for the
Windows platform by evangelizing the benefits of the platform to ISVs and by building its
own applications, such as Microsoft Office, to run on the platform. Of course, developing a
useful and successful software product like Microsoft Office is also agood businessin its
own right.

417. | believeit isimportant for any platform vendor also to commit itself
to building “first party” applications for its platform. Only by sitting in the shoes of
applications developers can a platform vendor really learn how to improve its platform.
Even more importantly, development of first-party applications allows a platform vendor to
showcase the newest innovations in its platform to the rest of the industry, which generates

developer and consumer interest in and further use of those features.
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418. For example, Microsoft invested heavily in the 1980s and early
1990s in developing versions of Word and Excel for early versions of Windows, when
other ISVs had limited interest in the Windows platform. In the early 1990s, we invested
heavily to develop a new, 32-bit version of Microsoft Office that took advantage of the
many innovationsin Windows 95. And today we are investing in new innovationsin
Office that will take advantage of and thereby showcase the benefits of the .NET platform
and future versions of Windows, now under development. Future versions of Office will
include innovative new features such as presentation technology that facilitates “digital”
meetings (with participants located anywhere in the world), visualizations and other “live”
connections to data, and improvements to Outlook so users can spend less time sorting
through and “filing” email.

419. Microsoft hasinvested heavily in Office for nearly twenty years.
After aslow start, we have successfully built abusinessthat is akey asset of the company.
Sun offersits own productivity suite, StarOffice, which it makes available on many
platforms, often for free. StarOffice mimics Microsoft Office in many key respects.

420. | believe it would undermine rather than promote competition to
simply transfer important assets such as Office from the leading platform vendor,
Microsoft, to less successful platform competitors such as Sun, who are attempting to
mimic its products. That is especially true because, as discussed below, the auction of all
our existing Office technology plus all the new Office technology we develop over the next
ten years, as required by Section 14, would greatly reduce Microsoft’ s incentives to

innovate in business productivity software, further decreasing competition.
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421. Although developing great applications for platform softwareisa
key aspect of competition in the platform business, the mere availability of any single
application, even an important one like Office, on any particular platform is not likely to
turn that platform into a success. Microsoft Office has been available on the Apple
Macintosh platform since 1989, yet Apple's sales have remained relatively small when

compared with the sales of Windows-based PCs.

b. Reduced Innovation

422.  Section 14 would greatly impair Microsoft’s incentive and ability to
innovate in business productivity software.

423. Thereisno reason to assume or believe that the “auction” required
by Section 14 would generate a significant economic return to Microsoft and, of course,
will generate no ongoing revenue stream even though Microsoft’ s technology would be
used for ten yearsin every version of Office offered by the auction winners. The auction
will be akinto a*“fire sale” because Microsoft would be required to grant the rights to
Microsoft’ s technology under Section 14—and to not one, but three bidders. Michael
Tiemann, the only fact witness to testify on behalf of this provision, suggested that areturn
to Microsoft of $1.00 would be fair compensation. (Tria Transcript, March 25, 2002 at
1051-52.)

424. The economic return to Microsoft is likely to be low indeed because
Section 14 contemplates that all three bidders would get identical rights to identical
technology. The winners would thus compete with each other to offer versions of Office on
Linux or other platforms. Given the near-zero marginal cost of distributing a unit of

software, competition among three companies with identical or very similar software will
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tend to drive the price of the software to zero. Since the rights available at auction are
unlikely to lead to substantial new revenue for any winner, the bids will be low.

425. At the same time, the existence of three companies competing
against Office with Microsoft’s own Office technology will tend to drive the price of
Microsoft’s version of Office down, for the reason set forth above. Section 14 nominally
seeks to protect Microsoft against that revenue loss by providing that the auction winners
would be licensed to use Microsoft’ s technology on operating systems other than Windows
and the Apple Macintosh. That limitation will not protect Microsoft, however, because the
auction winners would likely serve Windows users—by far the largest customer base—by
running their versions of Office on non-Windows server operating systems, making the
display available remotely to PCs running Windows. In thisway, customers running
Windows would have access to Office even though it would not be running locally on their
Windows-based PC. Microsoft already makes Office available via servers for customers
who prefer that method.

426. Alternatively, the auction winners could simply offer their version of
Office on aclone version of Windows. Given all the free rights to Microsoft technology
provided for by the NSPR, thiswould be a very sound strategy. Under the disclosure
requirements of Section 4 and the free intellectual property rights provided by Section 15—
including Microsoft’ s operating system patents—it would be relatively easy to develop a
functional equivalent to Windows. Section 14 would make it especially easy to develop a
version of Office to run on the Windows clone because it expressly grants the Office

vendor access to actual Windows source code (showing our programming innovations).
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427.  Since the Office vendor would get the benefits of Microsoft’s R&D
work for free, and with no ongoing royalty to Microsoft, it could make both products
available at avery low price, perhaps even zero. In fact, | would expect the Office vendor
to offer alow-priced or free package of “Windows Clone + Office,” just as office
productivity software from Corel or Sun Microsystemsis usually bundled with Linux or
other UNIX distributions.

428. Theavailability of areasonably good, low-priced version of Office
running on non-Microsoft operating systems would severely hurt Microsoft’s operating
system business by putting it at a very big price disadvantage. For al the R&D that
Microsoft puts into its operating system technology, the economics of the business are such
that we generate revenue of only about $70 per Windows unit. We generate revenue of
roughly $150 to $275 for each user of Office. (Asiscustomary in the software industry,
royalty rates for Office vary considerably by version, volume licensed, and channel of
distribution.) That means that a computer user that wanted to run a version of Office would
have to consider if he or she was willing to pay an additional $150 to $275—as much as
three times the price of Windows itself—in order to do so on Microsoft’s version of
Windows. Microsoft could not simply reduce the price of Office to match or beat the price
of the non-Microsoft Office version because we would generate insufficient revenue to
support new R& D on the product.

429. Inshort, under Section 14, our Office business would be greatly
devalued because multiple firms would offer essentially the same technology, and at the
same time Microsoft would receive little compensation for the technology it conveyed

through the auction. Without the prospect of an economic return, it would make no
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business sense for Microsoft to continue investing in the development of Office aswe have
for so many years. The economic disincentives created by Section 14 extend to Microsoft’s
operating system business as well because the premier technology that Microsoft makes
available to run on its operating systems would be available on competing platforms at a

much lower cost.

c. Consumer Harm

430. If Microsoft were to reduce its investment in improving Microsoft
Office, consumers would lose the benefit of future innovations in Office—innovations that
likely would have contributed to economic productivity. The same, of course, istrue asto
Windows.

431. Section 14 would likely aso entail consumer confusion and
disappointment concerning the source and quality of various versions of Office. Section 14
is ambiguous as to whether vendors of non-Microsoft versions of Office would be free to
use Microsoft’s Office trademarks and logos to sell their products—although Section 15
suggests they would. (The non-Microsoft Office vendors would claim that use of
Microsoft’ s trademarks was necessary to signify “interoperability” with Microsoft Office.)
Regardless of whether they actually used Microsoft’ s trademarks, the non-Microsoft Office
vendors would certainly claim affinity with Microsoft Office, yet there is nothing in Section
14 that would require them to maintain any quality standards or even compatibility with

Microsoft Office or with each other.

d. Officefor Apple Macintosh

432. For nearly twenty years Microsoft has been the leading ISV for the

Apple Macintosh platform. Microsoft began devel oping business productivity software for
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the Apple platform in 1983, releasing Word 1.0 for the Mac in 1984 (when the Mac was
first released) and Excel 1.0 for the Mac in 1985. We first released a suite of business
productivity applications for the Mac in 1989. Since then, Microsoft has continued to
invest in improving its business productivity software for the Apple platform. Microsoft
Office 98 for the Mac was very popular with Mac users, as was Office 2001 for the Mac.
We recently released Microsoft Office v. X for the Mac, which takes advantage of
innovative new features of Apple’s new Mac OS X operating system.

433. Inaddition to requiring Microsoft to auction off its Office technology
to three bidders, Section 14 would require Microsoft to continue to invest, for ten years, in
developing new versions of Office for the Apple’s Mac OS, with “features consistent with
Microsoft Office for Windows.” Section 14 would obligate Microsoft to invest its
resources in this way without regard to the economic or technical viability of doing so.

434. For example, if the Apple Macintosh platform were to lose share in
the future—a possibility that cannot be ruled out given Apple' s “near death” experiencein
the mid-1990s—it would be economically inefficient for Microsoft to continue to invest in
building applications for the platform. Other changes in business circumstances, such as a
decision by Apple to focus on customer segments that generate little demand for business
productivity software, might also render it economically unviable to continue to build new
versions of Office for the Mac. A lot can happen over ten years.

435.  Section 14’ srequirement that Microsoft ensure that its Office
software for the Apple platform provides features consistent with our Office software for
Windows is unreadlistic because the underlying platforms may well diverge considerably in

the future. Office for Windows will take advantage of key innovations in new versions of
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Windows. If Apple doesnot offer similar innovations in future versions of its platform
(and at about the same time as Microsoft does), it may not be technically or economically
feasible to provide consistent Office features across the two platforms.

436. Even today, the feature sets of Office for Windows and Office for the
Mac vary to some extent. Each version offers features not found in the other. Indeed, Mac
users like the fact that Microsoft tailors our Mac version of Office to the Apple platform.
Microsoft Office v. X for Mac includes such Mac-only features as Formatting Palette,
Microsoft Word Data Merge Manager, Microsoft Excel List Manager, and Microsoft
PowerPoint Movies. The persona information managers are so different we even give
them different names, Outlook on Windows and Entourage for the Mac.

437. Section 14 islikely to reduce innovation in Office for the Apple
platform for the same reasons it will likely reduce innovation in the Windows version of
Office. If Section 14 devalues Microsoft’s Office business so that Microsoft invests less
heavily init, there will be lessinnovation in both Office for Windows and Office for the
Mac.

438. Inaddition, Section 14 would put the Apple Mac platform at a
serious competitive disadvantage. That is because versions of Microsoft’s Office
technology will be available for hundreds of dollarsless on non-Apple platforms than on
Apple platforms.

439. | should point out that both Office 98 and Office v. X for the Mac are
native Mac applications. By that | mean Microsoft wrote software specifically to the Mac
API set, asubstantial undertaking. The apparent implication in Section 14 that Microsoft’s

Office software for the Apple Macintosh is merely a“port” of code we had written for the
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Windows version of Officeisincorrect. We tried that approach in the mid-1990s, “porting”

Office 4.0 to the Apple Macintosh platform with unsatisfactory results.

15. Section 15

440. Section 15 would give competitors (and everyone else in the
industry) the ability to demand free access to vast quantities of Microsoft intellectual
property. Since Microsoft’s products consist entirely of intellectual property, it isno
exaggeration to say that Section 15 would be disastrous for Microsoft.

441. Section 15 is devastating because of the sweeping breadth of the
provisionsto which it relates, as well as the breadth of the defined terms. Section 4 alone
would trigger mandatory licensing of atremendous amount of Microsoft intellectual
property, given the very broad definitions of terms such as “ Interoperate” and “Microsoft
Platform Software.”

442. Under Section 15, Microsoft would be required to grant intellectual
property licenses relating to (among other things):

the inner workings of both desktop and server versions of
Windows (both internal interfaces and functionality exposed via
APIs):

all or portions of Windows source code, both desktop and server

Versions,

rights to modify Windows in many ways, including by removing
software code (and thus functionality) from the product;

the source code for Internet Explorer 6.0 and MSN Explorer 6.0

and their successors over the next ten years,

the source code for Microsoft Office, including all new versions

we develop over the next ten years,
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interfaces, functionality exposed viainterfaces and perhaps
source code (“reference implementations’) relating to any
Microsoft software running on any computing device that
provides functionality similar to any “Middleware” offered by a
Microsoft competitor.

443.  Section 15 is particularly onerous when applied in connection with
the intellectual property confiscations of Section 4, 12 and 14. (See Demonstrative Exhibit
4.)

444.  First, Section 15 provides that Microsoft will receive no royalty for
the mandated licenses to itsintellectual property, including its patents.

445.  Second, Section 15 makes clear that once Microsoft’s technology is
provided to the industry at large, competitors are free to use it in connection with making
their products interoperable with other non-Microsoft software. The licenses required by
the NSPR are not limited to information relevant to interoperability with desktop versions
of Windows, and they are not limited to using the information for purposes of ensuring
interoperability with desktop versions of Windows.

446. Third, Section 15 makes clear that Microsoft can do little to guard
against fragmentation of the Windows platform (and other Microsoft platform technology).
Section 15.b explicitly states that when licensing its intellectual property, Microsoft may not
seek to ensure compatibility with any Microsoft software.

447.  Fourth, Section 15 makes clear that the NSPR would facilitate the
cloning of Windows. Section 15.b.iii would enable Microsoft’s competitors to license
Microsoft’ s platform technology—including patents—and use them to implement

Microsoft’ s platform technology on Linux or other non-Microsoft operating systems.
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448. Finaly, Section 15 would make it very expensive for Microsoft to
obtain broad patent cross-licenses from other companies in the computer industry, which
would increase intellectual property infringement risk for Microsoft, OEMs who build PCs
based on Windows and customers. Today companies with large patent portfolios, such as
Microsoft, often grant cross-licenses to one another in order to avoid costly patent
infringement litigation. Cross-license agreements benefit the PC ecosystem and consumers
by facilitating wider commercialization of new technologies. If large parts of Microsoft’s
intellectual property portfolio were provided to the industry royalty free, it would become
very difficult for Microsoft to interest other companies in entering into broad cross-license
agreements with Microsoft, leading to more litigation.

16. Section 16

449.  Section 16 would regulate Microsoft’ s development of software that
implements technical standards established by any “ Standard-Setting Body.” Under its
vague definition, Section 16 will create a disincentive for Microsoft to support industry
standards. That would tend to inhibit, rather than promote, interoperability and it is counter
to our .NET technology direction based upon implementing industry standards.

450. Microsoft has a strong track record both in supporting industry
standards in its software and in contributing to the development of industry standards.
Microsoft’ s products provide state-of-the-art support for dozens of important standards,
enabling developers to make use of them in their products with little effort. In the area of
Internet standards alone, we provide excellent implementations of TCP/IP, HTTP, FTP,
HTML, XML, SOAP, UDDI, WSDL, PPP, POP3, SMTP, PPTP, LDAP, TELNET and

others. (See Appendix A.) Our implementation of these standards in Windows promotes
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interoperability between Windows and non-Microsoft software, both platforms and
applications.

451. Microsoft is aleading contributor to the development of industry
standards. Microsoft has been at the forefront of the development of the very important
XML, SOAP, UDDI and WSDL standards, contributing much of its R&D work in this area
to the World Wide Web Consortium and working with IBM and othersto rally the industry
around these standards. As| mentioned at the beginning of my testimony, Microsoft has
developed a new programming language, called C#, that is particularly well-suited to the
needs of developerswriting XML Web Services software. Microsoft submitted C# to
ECMA, and the new language has now been adopted as an industry standard that anyone
can build an implementation of. By contrast, Sun has talked for years about making its Java
programming language an industry standard but has not done so, having withdrawn Java
from every standards body to which it was ever submitted. Now Sun is seeking to
accomplish through the NSPR what it could not achieve in the marketplace by having its
controlled “ Java Community Process’ organization declared a “ standards body.”

452.  Section 16 would create a number of serious problems for
Microsoft’ s efforts to support industry standards in its products.

453.  First, Section 16 would potentially subject any Microsoft product to
regulation, and this regulation is triggered by mere speech. If aproduct implements an
industry standard, we of course need to state that fact publicly. In most cases, thereis no
realistic option for Microsoft to build support for an industry standard into a product, but

not “publicly clam[ ]” that the product complies with the standard.
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454.  Second, Section 16 appears to proceed on afalse premise: that a
software product’s “compliance” with atechnical standard can be determined by
objectively verifiable criteria. (Section 16 states that Microsoft “shall comply with that
Standard.”) Infact, compliance with an industry standard is usually a matter of degree.
Standards are often highly complex, and many are not fully defined, leaving room for
individual variation in how the standard isimplemented. Standards may include
specifications that are erroneous or prove to be impractical when implemented in real
products. Even where the standard itself is reasonably clear, the extent to which any
product actually implements the standard will often be a matter of opinion.

455. Inshort, it is often the case that no one “fully” implements a given
technical standard, as Section 16 would require Microsoft to do. Thereferenceto “De
Facto Standards’ in Section 16 does not solve these problems. Typically no single “De
Facto Standard” emerges where those problems are present; rather, different software
developers will build different implementations of the standard.

456. Third, Section 16 would require Microsoft to “fully” implement
standards even before they have been finalized and adopted by a Standard-Setting body.
Y et before finalization, standards are in flux, with various proponents of the standard
debating the virtues of one approach or another.

457.  Fourth, Section 16 would require that Microsoft “fully” implement a
“Standard” when (i) it is merely under consideration by a Standard-Setting Body, (ii) once
it isadopted, and (iii) as “modified from timeto time.” Nothing in Section 16 grants
Microsoft time to devel op new implementations to meet changing specifications for a

standard and nothing states which products must comply with the standard. Nor does
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Section 16 state whether Microsoft can continue to license existing products based on then-
existing implementations of the standard. Such ambiguity, and the corresponding risk of
contempt liability, would disincent Microsoft from implementing beneficial standardsin its
products.

458. Fifth, Section 16 fails to distinguish between bona fide standard-
setting bodies, such as the Internet Engineering Task Force or the World Wide Web
Consortium, and ad hoc groups associated with particular companies or industry alliances,
such as the Java Community Process (which Section 22.kk explicitly includesin the
definition of “Standard-Setting Body”). The Java Community Process is a group organized
by Sun to obtain feedback on Sun’s proprietary Java technology and promote that
technology. Sun retains veto control. It isnot atrue industry Standard-Setting Body.

459.  Sixth, it would be very difficult—and would cause considerable
customer dissatisfaction—if Microsoft were to keep modifying its products to stay
compliant with standards as they “may be modified from time to time by the Standard-
Setting Body.” (Section 16.a.) Sometimes a new version of a standard is not embraced by
the industry for various reasons, but Microsoft would always be required to adopt any new
modifications to a standard without regard to the customer benefit of doing so.

460. Furthermore, this requirement would subject Microsoft to
considerablerisk that its competitors would seek to influence what modifications are made
to standards in ways that disadvantage Microsoft, knowing that Microsoft would be obliged
to implement them nonetheless. That risk is particularly high in view of the NSPR’s
decision to call out a Sun Microsystems-sponsored organization, the Java Community

Process, as a standard setting body .
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461. Theeffect of Section 16 would be to inject agreat deal of legal risk
into Microsoft’s efforts to support industry standards. Microsoft’ s flexibility to react to
changing circumstances and to make decisions it believes are in the best interests of its
customers would be replaced by its need to comply fully with the often ambiguous dictates
of thisprovision. The likely outcome would be less support for industry standards and

reduced innovation in Microsoft’s products.

17. Section 20

462.  Section 20 would require Microsoft to provide information to the
non-settling States and wait sixty days before making any investment or acquisition or
obtaining any exclusive license where the transaction involves a person in any of six
categories. Section 20 isworded very broadly. It would require Microsoft to comply with
itsterms asto:

Simple acquisitions of equipment “assets,” such as telephones, PCs, printers,

and insurance policiesin the ordinary course of business;

Routine purchases of stocks and other financial instruments in connection
with day-to-day management of Microsoft’s investment portfolio;

Routine business transactions that may entail alicensethat is“exclusive” in
some way or a“direct or indirect” acquisition or investment by Microsoft,
no matter how small the transaction may be; and

Investments by third parties (i.e., “indirect investments”) in which Microsoft
holds any interest, which would include any investment by any of the many
publicly-traded companies in which Microsoft’ s cash reserves may be
invested on any particular day.

Put simply, Section 20 would require Microsoft to wait 60 days, after filing reports with the

non-settling States, before engaging in the daily transaction of business.
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18. Section 21.b

463. Tenyearsisavery long timein the software industry. Ten years
ago, Windows was just beginning to become broadly successful, even as many ISVs
focused on writing applications for MS-DOS and IBM’s OS/2. Ten years before that the
PC industry barely existed. Given the constantly accelerating pace of innovation, | expect
we will see more changes in the computing landscape in the next ten years than in any prior
ten year period. The rapid pace of change in the computer industry makes predictions
concerning the future course of technological and business development notoriously
uncertain, even looking out afew years, much lessten. | am very concerned that any
remedy in this matter that extends more than five years would subject Microsoft to
constraints that would hinder Microsoft’ s ability to make changes to its technology or
businesses that are necessary to respond to the development of new technologies or other

changing circumstances.

464. Microsoft has worked hard for more than 25 years to develop
software technologies that have provided real benefits to people at work, at home and at
school. Microsoft’s efforts have been vitally important to the development of the PC
industry and have contributed powerfully to economic growth both in the United States and
overseas. | believe that any remedy in this case should preserve both the great consumer
benefits of a consistent and evolving Windows platform and Microsoft’ s ability and
incentive to develop innovative products that will help make computers more useful and

easier to usein the future.
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Appendix A

Standar ds-Based Networ king Protocol Support in Windows

Protocol Name

Win 3.x

NT 3.x

Win95

NT 4.0

Win98

Win2k

WinXP

November
1993

May
1995

August
1995

July
1996

May
1998

February
2000

October
2001

ipx/spx
Appletalk
NetBIOS
NETBT
SMB/CIFS
DLC
TCP/IPv4
TCP/IPv6
FTP

TFTP
TELNET
DNS

DHCP

PXE

Gopher
HTTP 1.0,1.1
SSL (2,3), TLS
HTTP Auth Kerberos
POP3

SMTP

IMAP

RIP v1/v2
OSPF

PPP multi protocol
RADIUS
MPPE
MPPC

BAP

Multilink
EAP, EAPTLS
SLIP

PPTP
PPPOA
PPPOE
L2TP

IPSEC
SNMP
RSVP

SBM
DIFFSERV
LDAP

X

X X X X X X X

X

X X X X X

X X X X X X X

X

X X X X X

X X

X X X X

X X X X X X X X X X X X X X X X X X X X X X X X X X X X X X X X

X X X X X X X

X X X X X

X X X X X X X X X X X X X X X X X X X X X X X X X X X /X X x /X




Ipd/lpr/lprmon
rsh, rcp, rexec, rlogin,
rcmd

T.120

UPNP V1
DAV

RTP

IGMP
MADCAP
PGM

GENA
Kerberos
SPNEGO
SASL-GSSAPI
802.1X

ATM UNI 3.1, UNI 4.0,
lane

Serial (RS-232)

Parallel (IEEE 1284)
IRDA (tinytp, Imp, comm,
lap, ftp, tranp, obex)
IEEE 1394

1394 TCP/IP, digital video
IPv4 over 1394

1394 digital video

1394 Storage (SBP2)
USB

USB Modems

USB Telephony

USB Storage

Bluetooth

Bluetooth PAN,
RFCOMM, HCRP, HID

X X

X X X X X X X X

X X

X X X X

X

X X X X X X

X X X X X X X X X X X X X X

X X X

X X X X X X X X X X X



