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Business Overview 

Business Description 
Microsoft is a leader in the technology industry, with business lines 
spanning several different sub-industries. The company is most well-
known for its Windows operating system and suite of office 
productivity software known as Microsoft Office. A recently 
available cloud subscription service known as Office 365 has further 
developed this software suite. However, Microsoft offers a range of 
both software and hardware products beyond these key categories, 
including: 
 
Software  
The company develops, markets, supports, and licenses a variety of 
business and consumer software. These products include system, 
server applications, business and consumer applications, developer 
tools, and inter/intranet software. In addition, Intelligent Cloud 
applications, AI development, and other cloud management software 
have rapidly been growing as a part of the company’s product mix.  
 
Hardware:  
Video Game consoles and their respective software markets, Surface 
product line, and Cortana smart devices.   
 

 
 
 

Date: 4/26/2019 

Ticker: MSFT, NASDAQ 

Purchase Price: $106.19 

Headquarters: Redmond, WA 

Recommendation: Buy 

Current Price: $129.50 

Figure 1: Revenue by Segment 
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Historical Performance: 
Attached is a chart of stock performance over a five-year period 
against a scaled S&P 500 index (SPX).  

 

Key Business Segments: 

Productivity and Business Processes 
The products comprising this segment include several key 
acquisitions and core software offerings including: Office 
Commercial, Office consumer, Office 365, LinkedIn, Dynamics, and 
Dynamics 365. Microsoft has embraced the notion that the 
computing experience is not bound to one device at one point in time 
anymore. Users have expanded to a set of different products, often 
being used simultaneously, that must be interconnected through 
work, home and in between. To continue delivering value to 
consumers, the company must continuously offer innovative 
services. Moreover, AI is being further leveraged to create a more 
personalized and responsive user experience. Microsoft Teams has 
also begun to facilitate a common canvas across workplace functions 
to streamline teamwork and productivity. The growth of 
subscription-based cloud products has helped businesses of varying 
scales implement these products and make digital security a simpler 
task.  

 

Intelligent Cloud 
Microsoft is strongly positioned to be the choice provider of cloud 
technology as more businesses embark on their digital 
transformations. The company is reaching this position through 
investments in datacenters and other similar infrastructure. The 
Microsoft Azure platform offers unparalleled cloud storage, 
developer productivity, AI capabilities, and security systems that 
smoothly integrate into other Microsoft products. These new options 
allow clients to move Microsoft SQL Servers from on-site storage 
locations to a managed cloud instance and to utilize existing AI 
through this platform. The Azure Machine Learning tools also allow 
for simple to advanced AI modeling and data science.  

Figure 2: Product/Services and 
Geographical Breakdown 

Figure 3: Productivity and 
Business Services 

Figure 4: Cloud Services 
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More Personal Computing 
This segment is primarily driven by Windows 10 and its user-centric 
experience. The operating system empowers consumers through a 
range of AI-first features including voice-activated commands 
through Cortana, immersive 3D content, and augmented reality 
experiences. In addition, cloud sharing and co-authoring tools are 
natively offered through OneDrive. There are three key ways that 
Windows 10 will create growth opportunities for Microsoft, 
including: an original equipment manufacturer ecosystem, a first-
party premium device portfolio, and monetization through gaming, 
services, subscriptions, and search advertising. The Xbox One 
console is also strongly positioned in the gaming industry and is part 
of an engaged network through Xbox live and PC gaming.  
 

Financial Success 

Strength Across Segments 
Microsoft has been enjoying strong financial results across several 
lines of business. In addition to Office related products, server 
products, gaming, premium hardware products, and commercial 
cloud revenue have all grown at a faster rate. Commercial cloud has 
particularly been a star performer, achieving 56% growth.  
 
This expansion has largely been driven by Microsoft’s primary 
commercial cloud product, Azure. This product category is 
responsible for over $20 billion in revenue in 2018 and is on pace to 
rapidly attain market share by challenging Amazon Web Service’s 
dominance. Microsoft’s existing relationships as a supplier of 
enterprise software have clearly benefited it in building a middle 
position in cloud computing.  
 
In terms of direct returns to investors, the company has also 
continued a pattern of strong performance. It has given $21.5 billion 
back to investors in the past year either through dividends or share 
buybacks. This has been facilitated by a strong free cash flow 
generation of over $23 billion. The company’s EBIT margin of 32% 
is particularly remarkable given its overall revenue growth of 14% 
and even more rapid growth in its more cutting edge segments. 
While it holds debt exceeding $80 billion, its superb cash balance of 
over $130 billion supports the company’s high creditworthiness. 
Through its strong financial situation, Microsoft is well situated to 
continue investment in its variety of growing revenue segments and 
continue its market dominance long into the future.  

Figure 5: Microsoft Windows 

Figure 6: 2018 Revenue Growth 
of Segments 

Figure 7: MSFT Dividend History 

Figure 8:  Product Growth Y/Y Change 
Three Months Ended June 2018 
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Industry Overview  

Database, Storage, and Backup Software Publishing 
Microsoft competes in this market through two major products: 
Microsoft SQL Server and SQL Azure. Microsoft SQL Server is a 
database management server that is particularly designed to work 
with Windows.  The main players in this industry develop and 
provide database management and storage software. In addition, 
businesses in this industry create middleware that links business 
analytics software and the databases this software utilizes. This 
industry is situated for strong future growth as corporate 
reinvestment into software infrastructure increases. Many of the key 
customers in this industry are small businesses that do not already 
have the expensive systems necessary in place. Microsoft holds a 
45.4% market share in this industry. 

 
Software Publishing 
Software publishers distribute licenses to consumers who pay for the 
right to use the software on their personal computers. Microsoft is a 
major player in this industry and competes with several major 
product groups including: Office 365, Dynamics ERP, and Dynamics 
CRM. This industry has strong potential for growth as the number of 
households with computers exceeds 95% and private hardware and 
software investment continues to grow. Microsoft is the largest 
player in this industry with a market share of 20.6%.  

 
Productivity/business processes 
Companies in this industry develop and distribute operating systems 
for computers along with productivity software like spreadsheet 
creators and word processors. Microsoft is by far the dominant 
player in this industry through its Windows operating system and 
corresponding set of Office products. The company initially gained 
ubiquity with its operating system through horizontal integration 
achieved by partnerships with original equipment manufacturers. 
Microsoft has a market share of 58.3% in this industry, which is 
more than three times larger than its nearest competitor.   
 

Figure 9: Database, Storage, and 
Backup Software Market Share 

(Source: IBISWORLD.com) 

Figure 10: General Software 
Publishing Market Share 

Figure 11: Productivity/Business 
Processes Market Share 
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Video Game Software Publishing 
Software publishers distribute video games to consumers, along with 
producing, developing, and supporting this software. Microsoft is a 
major player in this industry and competes through in-house 
development studios and its Xbox platform. This industry has strong 
potential for growth as disposable income increases consumer 
spending and as new mediums for consumption widens the video 
game audience. Microsoft is a large player in this industry with a 
market share of 10.6%.  
 

Investment Thesis 

Diverse and Interconnected Product Mix 
Microsoft has added significant value to its diverse product mix 
through the interconnectivity of its products and services. 
Throughout the company’s history, it has been successful in 
developing products that encourage purchases of multiple offerings. 
Currently, Microsoft sells its market leading 365 software, which 
encourages hardware purchases as well as cloud storage and other 
company offerings. We believe this continued interconnectivity of 
products and services will add more and more value to Microsoft and 
its unique product mix. 
 

Successful Acquisitions 
Over the last several years, Microsoft has consistently adapted to 
market trends through successful acquisitions. This ability to 
recognize industry trends and adjust their offerings is essential in 
providing long term value for the company. Recently, Microsoft 
acquired Azure to enter the cloud computing industry alongside 
Amazon, Google, and other technology giants. In 2018, Azure 
revenue increased 56%, while last quarter it grew by 73%. Other 
successful acquisitions include GitHub in the coding and developing 
market and XBox Gaming Studios, which continues to produce 
popular video games and host E-Sport tournaments, another growing 
market. 
 

Figure 12: Video Game Software 
Publishing Market Share 

Figure 13: Acquisition Cost and 
Number 
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Culture of Innovation 
Microsoft encourages a culture of innovation that improves the 
internal development of the company and external community 
around it. It is involved in several projects with the potential to 
change entire industries. It is applying its machine learning from 
spam filters to create an HIV vaccine, developing seeing AI apps to 
assist over 10 million people with eyesight issues, and more. The 
success of any of these projects will add significant value to the 
company. It even has innovation centers specifically created to help 
its employees achieve unparalleled creativity. Externally, Microsoft 
hosts coding competitions to encourage innovations and secure the 
best talent around.   
 
 
 

Valuation 

Discounted Cash Flow Model 
The discounted cash flow model arrived at an intrinsic value of 
$123.10. This value was calculated using a weighted cost of capital 
(WACC) of 9%, which was determined by using the costs and 
weights of equity and debt. A perpetuity growth rate of 3.5% was 
used to mimic the expected GDP growth in the coming years.  
 

Key Assumptions 
Some key assumptions that were factored into the model were 
revenue growth and cost reduction, leading to better operating 
margins. We expect the cloud-computing segment to continue to 
grow in revenue and help decrease costs, as it requires less capital to 
maintain. In addition, as Microsoft’s products and services continue 
to become more interconnected, we expect their sales of software 
and hardware to both rise. 

   

Figure 14: WACC Calculation 

Figure 15: Share Price Calculation 
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Risks 

Investment returns may not be satisfactory 
Technology investments are speculative by nature and success 
depends on a variety of factors. The main tangible risk is that 
customers may not perceive the new offerings as valuable and 
decrease purchasing. However, this dynamic environment and 
associated hit-or-miss nature of investments in it is an existential 
reality for all competitors. By prioritizing intelligent cloud 
acquisitions, Microsoft positions itself well in an area of high 
potential overall.  
 

Cyber attacks 
Maintaining the security of IT systems and customer data is an 
ongoing challenge with a dynamic legal environment. Regulation of 
data management processes is ongoing both in the United States and 
abroad. However, Microsoft adheres strongly to EU regulations and 
leads the pack in terms of this compliance. In addition, the level of 
control Microsoft exerts over its data centers makes it easier to 
accommodate international laws.  
 

Competition from similar firms 

A variety of competitors in the industries Microsoft competes in 
could introduce disruption or new innovations that the company does 
not anticipate. However, Microsoft’s integration between product 
lines allows it to nimbly adapt to and outpace competitors.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Figure 16: Microsoft Risk Management 

Figure 17: Microsoft’s Main Competitors 
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Appendix A: Discounted Cash Flow Model 

Appendix B: Income Statement 
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