


Once the dream workplace
of tech's highest achievers,
it is suffering key defections
to Google and elsewhere.
What's behind the losses?
BY JAY GREENE

Not only did it monopolize PC operating systems
and hold an edge in Web browsers, but it was also
vacuuming up the world's brightest technolo-
gists. Lee's expertise was in speech recognition,
considered one of the next big leaps in comput-
ing. With people like him flocking to Microsoft's
labs, it seemed that the digital world's reigning
champion had a lock on the future.

Things didn't turn out that way. In July, Lee
bolted from Microsoft for Web search king
Google Inc., and once again his personal journey
is emblematic of a shift in computing's balance of
power. These days it's Google, not Microsoft,
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HEN MICROSOFT CORP.
hired computer scientist
Kai-Fu Lee away from
hardware maker Silicon
Graphics Inc. in 1998,
the move underscored
how thoroughly the soft-
ware giant dominated
the computer industry.
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that seems to have the most momentum. Microsoft
sued to stop Lee from working for the upstart, citing
his noncompete agreement. But on Sept. 13 a state
judge in Seattle ruled that Lee could work for
Google, with some restrictions, pending a January
trial. Microsoft said it was happy the judge limited
the type of work Lee could do. Yet when court ad-
journed, Lee smiled broadly and threw both arms in
the air. "I feel great," he said outside the courtroom.
"I can't wait to start work tomorrow morning."

Contrast that with how Lee felt about Microsoft.
During the two-day hearing he painted a distinct-
ly unflattering picture of the company's inner work-
ings. Lee, who opened Microsoft's research lab in
China in 1998 and moved to headquarters in Red-
mond, Wash., two years later, fretted over what he
saw as repeated missteps. In court he detailed how
the more than 20 product-development centers in
China tripped over one another, duplicating efforts
and even fighting over the same job candidate. Lee
called the company "incompetent." After the ruling
he praised Google, noting, "the culture is very sup-
portive, collaborative, innovative, and Internet-
like—and that's bottoms-up innovation rather
than top-down direction."

For most of its three decades, Microsoft has
faced intense criticism. But in the past it came from
the outside world. Rivals complained about its
heavy-handed tactics. PC makers griped that it was
hogging the industry's profits.

Now much of the sharpest criticism conies from
within. Dozens of current and former employees
are criticizing—in BusinessWeek interviews, court
testimony, and personal blogs—the way the company operates
internally. This spring two researchers sent Chairman William
H. Gates III a memo in which they wrote: "Everyone sees a cri-
sis is imminent" and suggested "Ten Crazy Ideas to Shake Up
Microsoft." Many workers, like Lee, are in effect saying: "I'm
outta here." More than 100 former Microsofties now work for
Google, and do/ens of others have scattered elsewhere.

It's not a mass exodus. Microsoft has 60,000 employees, and
many of them are undoubtedly happy with their jobs and the
company's culture. While Microsoft's annual attrition rate rose
one percentage point from fiscal 2003 to 2004, it's still just 9%,
a bit lower than the industry average. Microsoft says it receives
45,000 to 60,000 job applications a month, and over 90% of the
people offered jobs accept.

TOO BIG TO MOVE FAST?
STILL, THERE'S NO DOUBT THAT Microsoft is losing some of its
most creative managers, marketers, and software developers.
Lenn Pryor, director of platform evangelism, left for Internet
phone startup Skype Technologies, now being acquired by eBay.
Stephen Walli, who worked in the unit set up to parry the open-
source threat, split for an open-source consulting firm. A long list
of talent has moved to Google, a trip made easier by the compa-
ny's recent establishment of an office in nearby Kirkland, Wash.
Joe Beda and Gary Burd, respected engineers, left and helped set
up the instant messaging service Google Talk. Mark Lucovsky,
who had been named one of Microsoft's 16 Distinguished Engi-
neers, defected to Google last November. He blogged that Mi-
crosoft's size is getting in its way. "I am not sure I believe any-

more that Microsoft knows how to ship software," he wrote.
Employees' complaints are rooted in a number of factors.

They resent cuts in compensation and benefits as profits soar.
They're disappointed with the stock price, which has barely
budged for three years, rendering many of their stock options
out of the money. They're frustrated with what they see as
swelling bureaucracy, including the many procedures and
meetings Chief Executive Steven A, Ballmer has put in place to
motivate them. And they're feeling trapped in an organization
whose past successes seem to stifle current creativity. "There's
a distinct lack of passion," says one engineer, who would talk
only on condition of anonymity. "We're missing some spunk."

No question, most companies would kill to have Microsoft's
problems. If's comfortably the most profitable player in the tech
industry. And it's making more money than ever, with net in-
come of $12.3 billion on revenues of $39.8 billion for the past
fiscal year. Its twin monopolies, the Windows PC operating sys-
tem and the Office suite of desktop applications, give it impor-
tant advantages when it thrusts into adjacent markets, such as
server software for corporations and instant messaging for both
businesses and consumers.

Ballmer maintains that the company is in terrific shape. In an
interview in a Las Vegas hotel, he says one of Microsoft's
strengths has always been its culture of self-criticism. What's
different now, he says, is that the internal debate is spilling out
into public view because of blogs and e-mail. He says internal
surveys show that 85% of the company's employees are satisfied
with their jobs, about the same level as in past years. "We have
as excited and engaged a team of folks at Microsoft as I can pos-
sibly imagine," says Ballmer. "[Employees] love their work.
They're passionate about the impact they're having on cus-
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I'm deeply
disappointed at
our incompetence

in China—that we have
wasted so many years in
China with so tittle to show."

-Speech-recognition expert Kai-FuLee
(in a 2003 e-mail to Gates and Ballmer),

who has now jumped ship to Google

tomers and society. [The 85% number] is a real, real powerful
statement about where our people are."

Indeed, there are areas of excitement within Microsoft. One
is MSN, the Internet operation, where the search group is the
underdog competing against Google. Another is the Xbox
group, which is racing full speed against Sony Corp.'s leading
PlayStation 2 to win over the next generation of video gamers.
It's launching Xbox 360 this Christmas, months ahead of
PlayStation 3. "If you take a look at where we're going with in-
novation, what we have in the pipeline, I'm very excited. The
output of our innovation is great," says Ballmer. "We won the
desktop. We won the server. We will win the Web. We will move
fast, we will get there. We will win the Web."

The company plans to release a series of major upgrades for
most of its core products in the coming 18 months. That'll cul-
minate late next year in the long-awaited update of Windows,
called Vista. Analysts such as Drew Brosseau of SG Cowen & Co.
expect it to help financial results—he's predicting that revenues
will rise 12% during the next fiscal year, to $44.5 billion, as prof-

its increase 12%, to $13.8 billion. He thinks the stock, now at $27,
will follow. "It can be a mid-30s stock in 12 months," says
Brosseau.

Still, Microsoft faces serious long-term challenges: the rising
popularity of the Linux open-source operating system, a plague
of viruses attacking its software, and potent rivals such as
Google in the consumer realm and IBM in corporate comput-
ing. It's the company's ability to respond to these challenges
that current and former employees fear is being compromised
by Microsoft's internal troubles. They're concerned that
Ballmer and Gates aren't taking seriously enough the issues of
morale and culture. "Why in the world did I start [this blog]?"
writes Mini-Microsoft, an anonymous employee who writes a
blog that has become a gathering place for the company's in-
ternal critics and reformers (page 104). "I love Microsoft, and I
know we have the innate potential to be great again."

To many employees, Vista, the Windows update, exemplifies
the company's struggles. When the project was conceived half
a decade ago, it was envisioned as a breakthrough: an operat-
ing system that would transform the way users store and re-
trieve information. But the more revolutionary features have
been dropped, and Vista will arrive three years after researcher
Gartner Inc. originally predicted that it would ship. Worse yet,
they say, nobody has been held accountable. "People look
around and say: What are those clowns doing?'" says Adam
Barr, a program manager in the Windows group.

In the past, when Microsoft faced an emerging threat, Gates
could be depended on to lead it in a new direction. Most fa-
mously, in 1995 he belatedly recognized the importance of the
Internet and led a furious charge to catch up. But in 2000 Gates
passed on the chief executive job to Ballmer. When Ballmer
took over, he was determined to overcome the looming chal-
lenge of corporate middle age. He pored over how-to manage-
ment books such as Jim Collins' Good to Great. But since
Ballmer took the helm, Microsoft has slipped the other way. The
stock price has dropped over 40% during his tenure, and the
company, whose revenue grew at an average annual clip of 36%
through the 1990s, rose just 8% in the fiscal year that ended on

What Ails Microsoft?
The software giant faces plenty of competition, and now some of its biggest challenges
come from the inside. Here are the company's main internal problems:
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I think they should
break up the company.
They need to have

nimble operations where 1,000
flowers can bloom."

-Raj Reddy, Carnegie Mellon University,
who has served on Microsoft's

Technical Advisory Board for 15 years

"June 30. That's good for a company of Microsoft's size, but it is
the first time the software giant has had single-digit growth.

The company's performance even has some anonymous writ-
ers on the Mini-Microsoft Web site calling on Gates to ask
Ballmer to step down. That's very, very unlikely. Gates urged
Ballmer to become chief executive nearly six years ago in the
wake of the company's antitrust battles with the Justice Dept.,
when the top job became too overwhelming for him. The two
have been close friends since their days at Harvard University,
and together they hold 12% of the company's shares. And board

members say they stand firmly behind Ballmer. "I am fully sup-
portive of the transformation that Steve is leading the company
through," James I. Cash Sr., a director and former professor at
Harvard Business School, wrote in an e-mail to BusinessWeek.
"He is one of the best leaders I've observed over the last four
years I've been on this Board, and the Board stands in full sup-
port of him and his efforts."

Ballmer says he should be judged on his overall performance.
"At the end of the day the proof is in the output. If you look at
any of the critical dimensions, our company has performed well,

Q&A

Steve Ballmer
Shrugs Off the Critics

S
teven A. Ballmer has been
Microsoft Corp.'s chief executive
officer for nearly five years. He
has steered the company
through the tech downturn and

a slowdown in revenue growth. Now he's
predicting an upswing. BusinessWeek Seattle
Bureau Chief Jay Greene and Executive
Editor Kathy Rebello interviewed Ballmer at
the Venetian Hotel in Las Vegas. This is an
edited version of their conversation:

How is morale at Microsoft?
We have as excited and engaged a team of
folks as I can possibly imagine. Eighty-five
percent of our people say they feel
strongly that they're proud to be at
Microsoft. They love their work. They're
passionate about the impact they're
having on customers and society. It's a
real, real powerful statement about where
our people are. Certainly, we continue to
bring in new people. We will hire, in net,
over 4,000 people this year. We attract
great people to the company. I'm very

bullish about the employee base and what
it can accomplish.

Two researchers at Microsoft wrote
a paper for [Bill Gates] called "Ten
Crazy Ideas to Shake Up Microsoft."
They say "a crisis is imminent"
because of the growing bureaucracy
and impediments to innovation.
Do you agree?
I think we have a great culture at Microsoft.
It's a culture that encourages and fosters
criticism and constructive suggestion.
People criticize everything: the way we do
things, what we need to do in the market
place, our product. That's a fantastic thing
because that kind of strong culture drives
self-improvement. We have the best new
pipeline of innovation that we've ever had
in our history over the next 12 months.

To be clear, do you think the points the
authors made in that paper are valid
ones that need to be addressed?
If you take a look at where we're going to

with innovation, what we have in the
pipeline, I'm very excited. I think the
output of our innovation is great. We
have a culture of self-improvement. I know
we can continue to improve. But, at the
same time, our absolute level of output
is fantastic.

Do you have concerns about the
bureaucracy at Microsoft?
Great companies and the way they work
start with great leaders. We have a
fantastic leadership team in place. Our
leadership team is empowered, and is
pushing every day to take advantage of
that empowerment, to move quickly, to
act quickly, to drive, to get things done.

Does process hold them back at all?
Our company has to be a company that
enables its people. I think if you were to
take a look broadly through our company,
we've got more empowered, innovative,
creative people than any other company
in the world. I think we've been very
good at investing in the tools that allow
people to work together in a way in
which the whole is bigger than the sum
of the parts.

Some of this sentiment comes out in
blogs like Mini-Microsoft and others.
Do you read those?
I do not.
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and I'm bullish about how we will drive to continue."
While Microsoft's internal reformers don't directly criticize

Gates, they're frustrated with the sluggish pace of product de-
velopment. As the company's chief software architect, Gates
bears that responsibility. He's the author of a strategy called "in-
tegrated innovation." The idea is to get Microsoft's vast product
groups to work closely together to take advantage of the Win-
dows and Office monopolies and bolster them at the same time.
But with so much more effort placed on cross-group collabora-
tion, workers spend an immense amount of time in meetings
making sure products are in sync. It "translates to more de-
pendencies among shipping products, less control of one's prod-
uct destiny, and longer ship cycles," writes Dare Obasanjo, a pro-
gram manager in Microsoft's MSN division, on his blog.

To shake Microsoft out of its malaise, radical surgery may be
in order. "I think they should break up the company," says Raj
Reddy, a professor of computer science and robotics at
Carnegie Mellon University. Reddy is no passive industry ob-
server: For the past 15 years he has served on Microsoft's Tech-
nical Advisory Board, a group of academics who help guide the
company's research efforts. Reddy believes that a handful of
Microsoft spin-offs, seeded with some of the company's $37.8
billion in cash, could compete more nimbly in the marketplace.
Some insiders agree. Microsoft's Barr recently blogged that the
company should be broken up after Gates and Ballmer retire.

There are plenty of bold thoughts floating around Microsoft.
The two reseachers who sent the "Ten Crazy Ideas" memo to

Gates are Kentaro Toyama and Sean Blagsvedt. The 12-page
document, reviewed by BusinessWeek, suggests giving product
groups increased autonomy and calls for the creation of "bu-
reaucracy police" with the authority to slash through red tape.
"It's said that large organizations won't change their ways un-
til a crisis really hits," the authors write. "Everyone sees a cri-
sis is imminent. Incremental changes aren't enough. Are we the
kind of company that can dodge the crisis before it happens?"

MAINTAINING, NOT INNOVATING
IT'S A QUESTION THAT ECHOES through the corridors in Red-
mond. To succeed, Microsoft needs motivated workers camping
out in their offices at all hours to compete with tenacious rivals
such as Google, Yahoo!, Salesforce.com, and a reborn Apple
Computer. Yet current and former employees say there are
many demoralized workers who are content to punch the clock
and zoom out of the parking lot. "At this point there's a traffic
jam at 9 o'clock in the morning and 5 o'clock at night," says ex-
employee Walli.

Over its three decades of life, Microsoft has become an icon
of American capitalism, a company that started with the intel-
lectual firepower and relentless drive of Gates and his high
school buddy, Paul Allen. It made billionaires out of its founders
and multimillionaires out of thousands of its staff. And it cre-
ated two of the most lucrative monopolies in American histo-

But is information from those blogs
getting to you?
I have lots of sources of information about
what's going on at the company. I think I
have a pretty good pulse on where we are
and what people are thinking. I'm not sure
blogs are necessarily the best place to get
a pulse on anything. People want to blog
for a variety of reasons, and that may or
may not be representative.

In interviews and on blogs, some
employees say that you've instituted
bureaucracy that is hampering
innovation so much so that they
question whether you should be CEO.
What's your response?
At the end of the day, the proof is in the
output. Do we have the innovation output?
Do we have the market share? Do we have
the customer satisfaction? And do we have

the talent? So you go through each one of
those things and say, how are we doing?
Numerically, we've grown from 18% of the
profits of the top 25 companies in our
industry to 23% of the profits of the top 25
companies in our industry over the last five
years. Profits are up over 70%, where the
industry profit is up about 35%. Pretty good.

How are we doing in terms of talent?
We've brought on fantastic new talent. You
look at our performance in campus
recruiting. We're the No. 1 choice among
computer science students at U.S.
universities as a place to work. You look at
market share. Virtually every business we're
in, our market share is up over the last five
years. If you look at any of the critical
dimensions, our company has performed
well and I'm bullish about how we will drive
that to continue.

You talk about your performance. Why
has that not been better reflected in the
stock price?
1 think our stock is attractively priced, and
we're buying our stock. That's the ultimate
expression of our view. I think our stock
represents such a good value that we told
people we'd buy about $30 billion of it over
four years on behalf of our shareholders.

For an extended
version of the Q&A with Steve Ballmer, go
to businessweek.com/extras
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ry—one of them, Windows, so powerful that it ultimately
brought trustbusters down on the company.

Now, strange as it seems, those monopolies are at the root of
the company's malaise. As Microsoft fought the federal gov-
ernment and litigious rivals, it developed an almost reflexive in-
stinct to protect Windows and Office, sometimes at the expense
of looking for groundbreaking innovations. "Every time Bill
and Steve made a change to be more like other big companies,
we lost a little bit of what made Microsoft special," says a for-
mer Microsoft vice-president.

One reason some employees say Microsoft isn't innovating
enough: If s too busy upgrading Windows. With some of its key
breakthrough features gone, Vista's improvements include better

handling of peripheral devices, such as printers and scanners,
and cutting in half the time it takes to start up. Those are need-
ed improvements, and there's no doubt that hundreds of millions
of copies will be sold as people upgrade to new PCs. But the
changes are hardly the stuff of cutting-edge software engineer-
ing. "So much of what Microsoft is doing right now is mainte-
nance," says Mike Smith, a former software architect at Microsoft
who left the company in 2003 to work for a Bay Area startup.

And that leads to an even more worrisome problem: discon-
tent among its software programmers. Instead of coming up
with the next great technology, Microsoft programmers have to
cater to its monopolies. But top-flight engineers want to tackle
the next great challenge. "They want to create new worlds, not

MYSTERY BLOGGER

A Rendezvous with
Microsoft's Deep Throat

I
didn't have to change cabs twice and
slip into the shadows of a suburban
parking garage at 2 in the morning.
Instead, we agreed to meet at a
Starbucks at 5:45 pm. The signal: My

contact would have a copy of Microserfs, the
legendary 1995 book about employee life in
the early days of Microsoft Corp. Sure
enough, when I walked in the door, the book
was sitting on the table to my right. My heart
raced. "Mini?" I said, extending my hand.
"It's great to put a face with a name."

The proprietor of the Web log called Mini-
Microsoft may be the most notorious
blogger on corporate life. For more than a
year, Mini has been a thorn in the side of the
software giant, posting a stream of
anonymous critiques of the company, Mini's
employer. Mini pulls no punches, calling
Microsoft a "passionless, process-ridden,
lumbering idiot" in a Sept. 4 posting. Yet the
blog is also chock full of humor, intelligence,
and earnest suggestions for fixing Microsoft.

While Mini-Microsoft (minimsf-
blogspot.com) is just one among an
estimated 2,000 blogs operated by
Microsoft staffers, it has become a virtual
water cooler for employees. Hundreds
anonymously vent their frustrations there
without fear of retribution. Mini has emerged
as something of a folk hero. Visitors to the
site and other bloggers describe Mini as
both the employee most likely to save
Microsoft-and most likely to be fired.

Mini provides a fascinating example of a
phenomenon that's sweeping the nation.
Employee bloggers are shining a bright light
on the inner workings of their companies
and thrusting all sorts of bottled-up
frustrations out in the open. Whispered

Microsoft is a "passionless,
process-ridden, lumbering
idiot."

—Blogger Mini-Microsoft

conversations suddenly become broadcast
publicly. That puts a huge amount of power
in the hands of employees—for good or ill.
Indeed, the balance of power between
employer and employee may be shifting.
Analyst Charlene Li of Forrester Research
advises companies not to try to suppress
their bloggers. "You can keep it hidden, or
get those voices out there and deal with the
problem," she says.

Not surprisingly, it took some coaxing to
get Mini to sit down with me. The meeting
came with one condition: continued
anonymity. So we started with some ground

rules. "Can I at least disclose your gender?" I
ask. "Sure," the soft-spoken Mini says,
laughing. For the record, Mini is a man.

Mini knows, though, that he's a marked
man. He might lose his job if the top brass
ever figured out who he is. "They'd have to
consider the bad publicity of firing me," Mini

says. Still, there's that
uneasy feeling that they
would cut him loose
anyway, if only to send a
message. Prior to our
meeting, he had never told
anyone outside Microsoft
of his double life. Not even
his wife. "She has enough
stress," he says.

So why risk a career to
vent about his employer?
"Microsoft has been
wonderful to me. I really
want to improve it. I really
want to make a difference,"
he explains. Mini started
posting in July, 2004, with
little expectation that he
would develop much of a
following.

He doesn't track the
number of visitors, but a
recent missive about the
unfairness of the employee-
review system generated
more than 150 replies. Most

seemed to come from fellow Microsofties.
Mini sometimes worries that his posts

might cause Microsoft some harm, but he
believes it's more likely that he'll be a force for
much-needed change. "Sometimes you have
to destroy the village in order to save it," he
says. He just hopes it doesn't come to that.

-By Jay Greene in Seattle, with
Heather Green in New York

For an extended
version of this story

and excerpts from the Mini-Microsoft blog,
see businessweek.com/extras.
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defend old ones," says a former senior executive at Microsoft.
"They want to storm the Bastille, not live in Versailles."

If Microsoft loses too many top developers, it will be hard-
pressed to succeed in the new markets on which it has pinned
so much hope. Google, for example, embarrassed Microsoft in
October, 2004, by coming out with software that lets users
quickly search the files on their Windows desktop before Mi-
crosoft released its own version.

Adding to employee frustration is the company's bureaucra-
cy. After Ballmer became CEO, he put in place processes he
hoped would help manage a bigger organization better. But in-
stead of liberating employees to do great work, Ballmer's moves
have been stifling, some workers say. With so much effort
placed on cross-group collaboration, employees spend more
time in meetings making sure product strategies are in sync.
The company schedules executive product reviews several
times a year, and preparing for them is hugely time-consuming.
That prep work cuts into the more interesting work creating
new technologies and products.

SWEATING THE SMALL STUFF
TO BALLMER'S CHAGRIN, some of his up-and-coming pro-
grammers have left for Google. He was apoplectic about Lu-
covsky's departure, according to documents made public dur-
ing the Lee trial. Lucovsky said in a sworn statement that after
he told Ballmer about his plans to move to Google, the beefy
CEO threw a chair and cursed Google's chief executive. "F ing
Eric Schmidt is a f ing pussy. I'm going to f ing bury that
guy— I'm going to f ing kill Google," Ballmer said, accord-
ing to Lucovsky. In a statement, Ballmer calls Lucovsky's ac-
count "a gross exaggeration of what actually took place."

Some workers express frustration that Microsoft is so busy
protecting its PC-based businesses that it comes up short when
competing on the Web. Take the customer relationship man-
agement (CRM) market—software that companies use to track
sales and customer service activities. Microsoft targeted it 2/2
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years ago with a traditional software package, Microsoft CRM.
Today roughly 4,000 companies run the software for nearly
100,000 staff. Not bad, but Microsoft hasn't been nearly as suc-
cessful as Salesforce.com Inc., a trailblazer of Web-based CRM
software, with 308,000 users at 17,000 companies.

The secret to Salesforce.com's success: the speed with which
it can update its software. Microsoft last updated its original
CRM software in January, 2004, with plans for a new version in
first quarter, 2006. Meanwhile, Salesforce is constantly fixing
bugs and adds features without interruption to the customer or
added expense. All customers need to do is open a Web brows-
er to run the program. Microsoft CRM boss Brad Wilson argues
that business software is complex and best sold as a package
that customers run on their own computers. "This is really
about business process where you've got multiple steps," Wil-
son says. "It is a much more extensive thing that often requires
a lot of people, a lot of time, and a lot of resources."

While upstarts like Google and Salesforce have Microsoft on
the defense, the biggest threat to the company may be its own
moves. With revenue growth slowing, Ballmer has tried to
squeeze more down to the bottom line to make the company
more appealing to investors. In the past fiscal year he slashed
$2.6 billion out of operating expenses. But that came at a price.
Microsoft sliced health benefits, introducing, for example, a $40
copayment on some brand-name prescription drugs. Within a
week of announcing the benefits proposal in May, 2004, human
resources received 700 e-mails. Of those, 80% were negative,
and fewer than 1% were positive, according to an internal e-
mail obtained by BusinessWeek. One employee wrote in an e-
mail: "Small things like this chip away at employee loyalty and
morale and in the long run do more harm than benefit."

Even the cuts that seem trivial have dampened morale. Just
whisper the word "towels" to any Microsoft employee, and eyes
roll. Last year, Microsoft stopped providing a towel service for
workers who used company locker rooms after bike rides or
workouts. Employees who helped the company build its huge
cash stockpile were furious.

And don't even mention stock options. Employees long count-
ed on them to bolster their salaries. Microsoft minted thousands of
employee millionaires as the stock climbed 61,000% from its 1986
public offering to its peak in 2001. Now shares are trading exactly
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were they were seven years ago. Microsoft
has doubled its payroll in that time, adding
more than 30,000 new employees, not in-
cluding attrition. That means more than
half of Microsoft's employees have received
virtually no benefit from their stock hold-
ings. Instead, they're working for a pay-
check and not much else.

And even if the stock does begin to
climb, employees won't hit the kind of
jackpot their predecessors did. Two
years ago Microsoft stopped issuing big
dollops of stock options, retreating to
more modest helpings of stock grants.
The idea was to help retain workers by
giving them a sure thing—stock with
some value, since so many options were
underwater. Meanwhile, 90% of the tech industry still rewards
employees with stock options.

RECRUITING SLACK
MICROSOFT'S COMPENSATION MOVES have created a haves-
vs.-have-nots culture. Newbies work for comfortable but not over-
ly generous wages, while veterans have a lucrative treasure chest
of stock options. Now a new pay scheme, scheduled to go into ef-
fect this fall, threatens to make the gulf even wider. If they meet in-
centive goals, the 120 or so vice-presidents will receive an eye-pop-
ping $1 million in salary a year, and general managers, the next
level down, will get $350,000 to $550,000, according to a high-
ranking source. But the rest of the staff is paid at market rates.

The pay disparity is exacerbated by Microsoft's rating sys-
tem. The company uses a bell curve to rate employees in each
group, so the number of top performers is balanced by the same
number of underachievers. But Microsoft has a long history of
hiring top-notch computer science grads and high-quality tal-
ent from the industry. Under the rating system, if a group works
hard together to release a product, someone in the group has to
get a low score for every high score a manager dishes out. "It
creates competition in the ranks, when people really want
community," says a former Microsoft vice-president. A compa-
ny spokesman says managers don't have to apply the curve with
smaller groups, where it's not statistically relevant.

Even on college campuses, long a fountain of talent for Mi-
crosoft, the tide seems to be turning. On Sept. 7, Massachusetts
Institute of Technology's Science & Engineering Business Club
held its annual recruiting barbecue, with about a dozen compa-
nies setting up booths to recruit as many as 1,500 students.

GATES As chief
software architect
he's responsible
for product
development

"There was a lot of buzz around the
Google table and not a lot around the Mi-
crosoft table," says Bob Richard, associate
director of employer relations at MIT.
How much? When Richard walked
through, he says, students were lined up
six deep to talk to Google recruiters, while
only two students stood at the Microsoft
table. Carnegie Mellon's Reddy says his
top students opt for Google and Yahoo
ahead of Microsoft these days. Microsoft
points out that in a survey conducted by
market researcher Universum, the com-
pany ranks No. 1 among computer sci-
ence students as employer of choice.

Microsoft is hardly the first company
to struggle as it moves from adolescence
to maturity. And it could learn some les-
sons from others that have made the
transition more gracefully. Take General
Electric Co. The conglomerate has long
boasted an entrepreneurial culture, with
hundreds of managers running fiercely

independent businesses. Those leaders are given free rein yet
are held accountable for their own results—meaning they can
get the boot if they don't perform. "The process is transparent
and rigorous and constantly reinforced," says Noel M. Tichy, a
University of Michigan professor and leadership guru.

Ballmer says Microsoft is finding its way through the chal-
lenges of being a more mature company just fine and that the
complaints of some employees simply reflect the kind of compa-
ny Microsoft is. "We have for ourselves incredibly high expecta-
tions," he says. "And that's in some senses is the greatest bless-
ing and opportunity anybody can ever have. Our people, our
shareholders, me, Bill Gates, we expect to change the world in
every way, to succeed wildly in everything we touch, to have the
broadest impact of any company in the world. If s great they're
saying: 'Come on, we can still do better.' Great." Ballmer smacks
his meaty hands together for emphasis. "We need those high ex-
pectations."

Microsoft certainly is chock-full of smart employees who
want to do better. Still, many of them say that jumping through
bureaucratic hoops and struggling to link products together is
preventing them from being the best they can be. There's a plea
for action to Gates and Ballmer to do more—slash the bureau-
cracy, tend to morale, and make it easier to innovate. But is any-
one listening?

-With Steve Hamm, Diane Brady, and Mara
Der Hovanesian in New York
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