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MSN is rolling out a new version of its software this month, but the marketing high jinks that accompanied its previous software launch are nowhere to be seen. Unlike with last year's version, Lenny Kravitz isn't giving a private performance, no one is slapping butterfly stickers around New York, and MSN-branded boats are not cruising around Lake Washington. 

The Internet division of Microsoft has sobered up, in some ways, after undergoing a massive transformation in 2003. A year ago, MSN was enjoying unprecedented subscriber numbers and the new software, Version 8, was getting rave reviews from critics. 

But across America, many Internet users were already moving beyond what MSN was offering. People had begun dropping the dial-up service that had turned MSN and rival America Online into Internet giants and moving to the high-speed, or broadband, Internet sold by telephone and cable companies. 

A year ago, only 29 percent of U.S. homes had high-speed connections and 71 percent were using dial-up, according to data from Nielsen/NetRatings. Now, about 41 percent of homes are high-speed, and 59 percent dial in to the Internet. 

MSN began losing subscribers from a peak of 9 million last October. The division knew that change was coming, and fast, and it had little choice but to adapt just as quickly. In a year's time the division has refined its business strategy to target high-speed customers, gone through an internal reorganization, made its first-ever profit and boosted its advertising sales. 

	MSN: Eight years on the Internet 
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August 1995 — The MSN network debuts in the United States. 

December 1997 — Microsoft purchases the Hotmail e-mail service, with its 8 million users, and integrates it into MSN.com. 

March 1998 — First local-language European MSN sites launch in the United Kingdom, France and Germany. 

October 1998 — Becomes available in 22 worldwide markets, including Austria, Singapore and South Africa. 
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July 1999 — MSN Messenger service launches. 

January 2000 — Launches across six countries in Asia, making it available in 33 markets. 

October 2000 — MSN Explorer launches. 

May 2001 — Active Hotmail users top 100 million worldwide. 

October 2001 — MSN Version 7 launches, 

June 2002 — Gives first look at its bottom line: $1.6 billion in revenue and a $641 million net loss for fiscal 2002. 

October 2002 — MSN Version 8 launches. 

June 2003 — Reports nearly $2 billion in revenue on $299 million net loss for fiscal 2003. 

Summer 2003 — Exits business of reselling high-speed Internet access lines. 

September 2003 — Completes first-ever profitable quarter: $58 million in the black. 

October 2003 — Reorganizes to focus more on communications, Internet search and premium services. 

December 2003 — Active Hotmail users reach 145 million. 
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And this month, it is quietly introducing the first results of its new focus. 

"It's a very massive change," Yusuf Mehdi, MSN's senior vice president, said of the new model. 

MSN was still fully entrenched in the business of providing Internet access as recently as a year ago. In addition to offering dial-up service, it leased high-speed Internet lines from companies like BellSouth, Qwest and Verizon and resold them to customers under the MSN name. 

But as the high-speed business grew more competitive, the companies that leased lines to MSN made an aggressive play for their own customers, offering lower pricing than MSN. Over the holiday season last year, Mehdi said, Microsoft realized it needed an adjustment. 

"It became very clear that we were not going to be competitive on price," he said. In the past few months, MSN got out of the business of reselling high-speed lines, transferring customers back to carriers like Qwest and Verizon. 

Instead, it began testing out a new subscription service that could run on anyone's Internet access. The idea was to let people get their own high-speed Internet, and sell a subscription that ran on top of it, providing e-mail, a Web browser, software tools like anti-virus protection and a number of other features. 

The move would undoubtedly affect MSN's bottom line. Customers were already paying $40 or $50 a month to other companies for high-speed access, and there was no way they were going to pay the $21.95 monthly fee MSN charged its dial-up customers. The price would have to drop, and MSN was in danger of losing revenue, particularly as its dial-up subscriber base continued to decline. 

Bundled access, content 

So MSN began exploring other ways of making money. It redoubled its efforts to sell online advertising, and also began bundling its software with high-speed Internet offerings from Qwest and other companies. Each partner would get a share of the monthly fee charged to the customer. 

The bundling deals produced revenue for MSN and allowed companies like Qwest to offer a better product without having to develop their own software. Similar partnerships began forming around the country. Yahoo!, an MSN competitor, arranged a similar deal with SBC Communications. 

"Right now, the rules of the game have changed," said Van Baker, an analyst with Gartner G2. "Access is determined by the partnership with the broadband provider." 

Nearly all of the major broadband companies have worked out deals with MSN, Yahoo! or other software companies over the past year. The groundwork has been lain, and in some ways that was the easy part. 

Now, the challenge for MSN — and its competitors — is where to go from here. 

Just the software, please 

In the next few weeks, MSN will be launching MSN Premium, its first software-only product. This month, it is sending copies to its current customers, and it plans to officially launch the new version with an announcement by Chairman Bill Gates during his Jan. 7 keynote speech at the Consumer Electronics Show in Las Vegas. 

The new version will not have its own launch event — another departure from years past. Microsoft will also spend much less on marketing than the $300 million it spent to tell people about MSN 8. 

MSN Premium will cost $9.95 a month, or $100 a year, for customers who already have high-speed Internet access. It will include an Internet firewall and anti-virus tool from McAfee Security, as well as parental controls, a pop-up guard and spam-filtering technology. 

Analysts say those features alone could be enough to drive customers to the new service, although the new version also includes digital photo software and an online encyclopedia. 

Gates is also expected to announce MSN Plus, a less-expensive version that doesn't have the McAfee or digital photo software. It is expected to cost between $5 and $7 a month. MSN will also launch a new version of its dial-up service, called MSN Dialup, at the same $21.95 monthly price as its current offering. 

Shifting ground 

In the long term, MSN will likely focus on building up subscribers in two areas. It has plenty of opportunity to sell its bundled offering within its partnerships with Qwest and other Internet providers. Outside of those partnerships, MSN can encroach into competitors' territories — such as the SBC subscribers that Yahoo! covets — and lure customers with MSN Premium. 

Yahoo! isn't standing idly by, however. It's working on its own software-only product, and expects to have one out shortly, said Jim Brock, senior vice president of communications and consumer services at the company. 

Yahoo! can concentrate on developing software without worrying about a dwindling base of dial-up subscribers, Brock said. It offers a tiered range of free and paid services, including the most popular online game destination on the Internet. 

"We've never looked at the Yahoo! service as a monolithic software application," he said. 

Online advertising sales are expected to play an increasingly important role for MSN and its competitors, and it factored heavily in MSN's first-ever quarterly profit, reported for the three months ended Sept. 30. 

MSN recorded a $58 million profit on $491 million in revenue for the quarter, although the division received a $48 million one-time tax refund over the same period. Strong advertising sales helped boost revenue in MSN's network services division by $81 million, or 51 percent. 

Mehdi said that MSN has outsold AOL and Yahoo! in online advertising over the past two quarters. Microsoft does not make MSN's advertising revenue figures public, however, so it's impossible to verify its performance in this area. 

For the quarter ended Sept. 30, Yahoo! reported $245 million in revenue from the sale of ad and search-engine placements. AOL had $178 million in ad revenue for the same period — down from $267 million in the year-earlier period. 

Leverage is king 

Microsoft is also working on developing an online music offering, which could become part of MSN. Online music sales are not profitable, however, and many in the business say it is mainly a way to sell other products and services, such as digital music players. 

"Most people in the market today are really trying to leverage a current relationship," said Chris Gladwin, founder of MusicNow, which helps other companies develop digital music services. 

That's the appeal to Microsoft as well. 

"Being able to do a great job for consumers for something they care about is important," Mehdi said. 

After customers register their credit card and get used to seeing a monthly bill with purchases from Microsoft listed, it's easier to market other services, like extra file storage, he said. 

Building those relationships is one reason why Microsoft has been willing to keep MSN going, even though the division didn't return a profit for the first eight years. 

Going for repeat business 

MSN, and to a lesser extent the Xbox video-game division, are in many ways the people-facing arm of Microsoft. More than 95 percent of computers use Microsoft software, but people who aren't MSN or Xbox customers don't regularly buy from the company. 

The company's long-term vision of a connected lifestyle will likely include more transactions with customers, whether it be paying to watch movies on a handheld video player or making online purchases over a cellphone. 

MSN is learning the lessons that Microsoft will draw from in the future, Mehdi said, including developing a billing system, running a 24-hour operation and providing constant customer service. MSN upgraded its customers running Version 8 to Version 8.5 earlier this year, he added, and most customers didn't even know it. 

"It just worked," he said. "It just happened. That approach is what we'd like to do in the future for products like Windows and Office." 
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