
A big deal 
 
A settlement between two old rivals may have great significance 
 
SOMETIMES a seemingly modest business deal can change the course of an industry. This is 
particularly true in high tech. In 1980, IBM licensed an obscure piece of software known as DOS 
from an unknown start-up called Microsoft—thus creating the conditions for Bill Gates to build the 
world's largest software firm. Will a settlement announced on May 29th between Microsoft and 
AOL Time Warner, a huge media conglomerate, one day be seen as the birth of another Microsoft 
killer application: the platform for delivering music, video and other digital content? 
 
Given recent shifts in strategy by both firms, it is no surprise that the old rivals have buried the 
hatchet. Gone are AOL's bubbly ambitions to be a force in technology. Its online service is hurting, 
and most of AOL's former executives have stepped aside. Netscape, an internet pioneer which 
AOL bought in 1998, may be scrapped altogether. Microsoft, for its part, is focusing more on the 
software business after many loss-making forays into the media world. 
 
AOL will collect $750m to settle a private antitrust suit it had brought against Microsoft for 
abusing its Windows monopoly in its fight with Netscape. This is much less than AOL Time 
Warner's lawyers had expected when they filed suit in January 2002, but nothing to sneeze at for 
a firm that is struggling to pay down debt of over $25 billion. Also, Microsoft will give AOL a 
royalty-free licence to its Explorer web browser for seven years, early access to new versions of 
Windows, and help in distributing software for AOL's online service (which has been losing 
subscribers lately).  
 
Yet the long-run winner may well be Microsoft. AOL has pledged to explore ways to allow its 
instant messaging (IM) services to operate with Microsoft's own IM offering—probably solving a 
long-term dispute between the firms. Moreover, Microsoft has rid itself cheaply of a legal 
headache and can now focus on the two important outstanding antitrust cases against it. Sun 
Microsystems, Microsoft's other arch rival, has also filed a private antitrust suit, which will most 
likely take more than cash to settle. And European trustbusters have yet to issue a ruling in their 
investigation of the software giant. 
 
But the settlement's most important aspects are not about Microsoft's past efforts to control the 
web browser market, but rather its future plans in digital media. The deal turns AOL into a 
potentially powerful ally for spreading Microsoft software for distributing music and video. AOL will 
get a long-term licence to use this technology. It will also work with Microsoft to solve a huge 
digital dilemma: how to deliver content online in a way that makes piracy hard, but does not put 
off consumers. 
 
Given their technical expertise and market clout, both firms could indeed develop such solutions 
and deploy them widely, thus giving consumers more ways to obtain high-quality content legally. 
But there is also a danger: that the co-operation with AOL puts Microsoft on course to control the 
software infrastructure for delivery of digital content. Because of strong network effects, this 
market (just like PC operating systems) is likely in the end to be dominated by a single vendor. 
 
To be sure, Microsoft now lags behind competitors in digital-media technology, notably 
RealNetworks and Apple, which recently launched, with its iTunes Music Store, the first online 
music service that appears to satisfy both content providers and consumers. The firm has sold 3m 
songs for 99 cents each since it launched the service on April 29th. Also, AOL says that its licence 
from Microsoft is non-exclusive and that it will still use rival technologies (although many 
investors have doubts—shares in RealNetworks fell by over 10% after the settlement was 
announced). 
 



The impact of the agreement will indeed depend on which digital-media technologies AOL decides 
to use. Unfortunately, the details of the settlement are being kept confidential. Microsoft's 
competitors can only hope that AOL has thought about all eventualities—as IBM did not with DOS. 
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