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Explanatory Note:

The following information is being distributed bytel 3 Communications, Inc. (the "Company") in cection with the filing of the
Company's definitive proxy statement for the 200vhdal Meeting of Stockholders.



Level 3 Communications, Inc.

Attached are reprinted articles: "Pay For Outpeniag,” The Wall Street Journal, April 6, 2000; diithising The Bar," Fortune, June 8,
1998.

They are being provided for general backgroundrimfdion regarding the Level 3 Communications, Batperform Stock Option program.
Please note that there have been certain modditathade to the Outperform Stock Option prograciuding a reduction of the multiplier
from 8 to 4, since the publication dates of thasielas. Please also note that these articles netr@repared in the context of the company's

current proposal to amend its 1995 Stock Plan, vhioposal is described in detail in the compadgfinitive proxy statement relating to the
2004 Annual Meeting of Stockholders.

[Level 3 logo]



Executive Pay
Pay for Outperforming: James Crowe, chief of L€ ommunications, makes the case for linking stiutions to market-beating gains

By Joann S. Lublin
4,161 words

6 April 2000

The Wall Street Journal

R8
(Copyright (c) 2000, Dow Jones & Company, Inc.)

James Q. Crowe, the leader of Level 3 Communicsatioa., takes the pay-for-performance idea to adridput lonely level. The 50-year-old
CEO stands out for a good reason: He's an outspadkercate of indexed stock options. When he craatetelecommunications-network
company nearly three years ago, he decided togyigey staff member Outperform Stock Options. Léyekhich is building a global system
of Internet-based local and long-distance netwarkgy employs nearly 4,000 people. Their optionsvasgthless unless Level 3's stock
performance exceeds changes in Standard & Pod*stbak index. The actual value received depends mnltiplier linked to the extent the
stock outpaces the S&P. As it happens, Level 3eshiaave soared. At recent prices, the 320,000l c@SOs awarded to Mr. Crowe in
both 1998 and 1999 would give him a pretax prdfaimout $227 million. He gets no conventional op$io

Mr. Crowe, a genial and ruddy-faced executive whihning white hair, initially devised OSOs for tagppnagement of MFS Communications
Co., a local telecom-services company that he coded and took public in 1993. He sold MFS to W@ddh Inc. for $14.3 billion in late
1996.

Today, no other public corporation takes such éndaapproach to equity compensation -- largely beeaunlike conventional options,
indexed options must be charged to earnings. L&Visl a company that people should be holding up padestal” for truly "tying pay to
company performance," says Patrick McGurn, an iaffif proxy advisers Institutional Shareholdervéeas in Rockville, Md.

But does it really pay to be a pay pacesetterrgdahot job market? Mr. Crowe tackled that and otio&lish issues during a lively interview
at Level 3's Broomfield, Colo., headquarters, whgcgure windows look out on the snowcapped Rocloguhains. Some excerpts:

The Rationale for Indexed Options
The Wall Street Journal: What role did you plagigating your indexed-option plan at MFS?

MR. CROWE: Around 1995, we were looking for a waymake sure that we were able to attract and Keegihd of people we needed to
make MFS a success. We weren't particularly hapgiytive existing tools. The currency that is noigabked in the industry, nonqualified
stock options, bothered us. They tend to allowigigents to benefit from a broad market improvemenwen if the performance of the
company is mediocre.

There are examples after examples of companiehé#vat had what has to be defined as poor perforenaith executives who get very large
[option] payouts. How can you do that? Just by ireqndut paper money and pretending it has no value.

And [conventional options] did not recognize thedof difficulty associated with outperforming bobimdexes.

We had a program where if our performance was neegliothe stockholders were penalized. And [evealiifperformance was spectacular,
we had a great deal of difficulty competing witle tmaller start-up companies in terms of the vatogided to employees. So we decided to
rethink the whole thing in an off-site meeting.

We wanted to be a company that could remain agparPerhaps not in terms of financial performamceapitalization. But certainly in terms
of the feel and the drive and the kind of peopleatteacted.

We wanted people who tended to be entrepreneindividuals who preferred success-based rewardstilements, individuals who
preferred an environment where results countedppssed to efforts. Just because you tried hatdeésough. The goal is not to attract pe«
who think like employees. Employees, by my defiitiare folks who want a dependable and secure ensagion for some level of effort.

Somewhere along the line we started thinking abwaléxing, grading on a curve, as opposed to anlateskind of a program. Then we had
all the normal questions: What index?

We were coming up with a whole new program. Wherbagan talking about it, almost no one knew anybeldg had gotten rich using
OSOs. [Did] I know Fred who now owns a 160-foothyasecause he had OSOs? No. And we were worriegt af@nipulation. The smaller
the index, the more perfect it can be -- but theemsubject it is to manipulation.

We needed something that people would recognizevdith wasn't subject to even the appearance thateve playing with the index. Wt



the S&P? Because it is simple. People understapditicularly the kind of people we hire.



When we first started the [MFS] program, we limiteth senior executives because we were conceabedt explaining the program.
WSJ: Did indexed options at MFS achieve your goal?

MR. CROWE: We were in about inning three of a nimeéing game when WorldCom made us an offer.

WSJ: How long had the OSOs been in place?

MR. CROWE: About one year. While we certainly sal@teof encouraging results, it was too early taldee victory. We tended to keep the
people we wanted to keep. If we had the time td@itn and explain to someone what it was all abibagrtainly was a good recruiting tool.

Here is a key point: We still award an amount diaps equal to what an employee might get at amatbepany. We do our best [to] assess
how much a particular person would get in long-té@roentives at other companies. We would typicghy back a report that says this
particular position at other companies would reeeibout -- I'll make up a number -- $100,000 a yeaormal, nonqualified [options]. We
still award $100,000 to that position. So you havealue the Outperform Stock Options.

WSJ: What aspects of the MFS plan are now beind askevel 3?

MR. CROWE: We certainly don't have the answer lfierages. The principle we try to use is our comgigms system ought to attract and
keep people to support our business plan. Many eorep don't do that. There are a fair number ofpaories that can tell you with great
certainty what their chosen market looks like. Atsi same question about their employees and yoa lgigt blank.

WSJ: What kind of person are you trying to attteate? And why do OSOs make sense?

MR. CROWE: At MFS, we competed with telephone conigs. We tried to recruit senior executives witbdater talent because we wanted
to make changes in the way that the telephone indaperated.

At Level 3, we don't look anything like a telepharmmpany. We are a technology company in many wWaigshire from a pool of employees
that [come from] companies like Cisco and Microsoftl Netscape and a whole series of dot-com corepayiou can see the expression of
that difference in the way in which OSOs apply el wanted to apply it to everybody. | got talkeat of it. A group of management [later]
said, "We don't like the officer-and-enlisted feglithat comes from OSOs applying only to a cemgagup of folks."

It is not the right arrangement where we have spewple, if we do extremely well, who get to hit thedl out of the park, and others who h
to be satisfied with a single or a double.

So we extended the OSOs to everyone. Fortunatelyzave performed well. [Level 3's shares rose 186% the time of the first OSO grant
on April 1, 1998, through March 31, 2000. On anualized basis, the stock outperformed the S&P 500886 during that period.]

There is nothing like success and having someacde @h the appropriate Web page and see what@@{s are worth. | do it ence a weel
let's say.

The Multiplier Effect
WSJ: When your share price outpaces the S&P 500,does the OSO multiplier work?

MR. CROWE: You are awarded the OSO at the currenket price. The OSOs have a four-year life anchohe exercised for two years.
The [exercise] price goes up or down with the S&B.5

You take the market price at the day you decidextercise and compare it to the market price theofidlye grant. You work out the
annualized stock price increase. Let's say th@gs 2 year.

You look at the index on the day of the award [caned with] the day of the exercise, and it has ggn&0%. So you have outperformed the
S&P by 10 percentage points on an annualized bEs&) you go to this nice little graph and you sapave outperformed the S&P by 10
percentage points. What's the multiplier?" The grapes from zero to 11 percentage points outperfémd the multiplier goes from zero to
eight.

We worked out the amount of value we wanted to giveemployees. We decided that after the stocldnsigot an S&P return on their
investment, a quarter of the outperform value otglgfo to the employees.

While 25% is kind of at the higher end, it only ace when the stockholders are extremely happy. Byegls share zero until we hit the S&P
[growth rate] and then grow to 25% of the outperf@amount.

[Shareholders] get 100% of the market return ofS&8& return and 75% of the upside after that. Itedin/jou exactly what the institution



holders think. | know probably the people who ov@¥8Bof the stock by name. | know a good number efitistitutional holders.

The fact that they get an S&P return first, and tha have to do better relatively than other inmesits that they can make, makes sense to
them. They believe it is the right way to compeasatinagement and wish other companies would abesaime thing.

WSJ: On the other hand, everybody at Level 3 gessicted stock, too.

MR. CROWE: People buy restricted stock. Everybodgtd to have some amount of skin in the game. Vdatd@3% of your salary in
restricted shares. This is something called "tatgeted compensation.” It is a philosophy thatmyéo use to guide us. Pay a salary that is
10% less than our competition. Have a bonus proghamif we have a good year, allows you to make2a®f the competition. Try our best
to see what other people are paying in terms aj-temm compensation, etc.

Picking the Index

WSJ: At Level 3, why do you continue to index agaihe S&P 5007 In the two years since the compamres began trading under the
Level 3 name, it has been a total glamour stock.y¥a measure your stock performance against agxititht includes a lot of sluggards. V
not use a peer index instead?

MR. CROWE: We think about that all the time. And may very well change it.

What happens if you narrow the index down to soigh-tech companies? Or to highfliers? Between thiatility of our stock and the
volatility of the index, the value of the OSO galesvn and we [must] award a whole lot more.

For instance, if we picked the Nasdaq 100 and vee the Nasdag 100 in the same way we beat the $&Pwould get a whole lot more
money to balance the downside [of the greater Nityadf the Nasdag 100]. Remember, we still hawaléliver $100,000 worth of value. We
are not trying to set the bar so high that it ipassible to get over it.

We have the first program that | am aware of thaieally indexed fully. We want to take this a st time.



WSJ: Would a peer index help or hurt your peopla bear market?

MR. CROWE: All things being equal, you would thinle would do better in a bear market having a mesglike group. Because the S&P is
going to go down less.

WSJ: But when your investors take it on the chiodose your share price has fallen, your employtileget some value from their indexed
options as long as the S&P 500 drops even more AVhy

MR. CROWE: At MFS, we went through exactly the saamnalysis.
WSJ: Did your indexed options pay out on the dodei

MR. CROWE: If our stock did not have positive grapthe OSOs had zero value. We awarded more O80th][nho value on the downside,
each OSO is worth less.

We had the very same debate at Level 3. | am a&bkbhter and care a lot more about my shareholdhegsmy OSOs. Do | want a program
which in effect tells our employees to work reaichin an up market but give up on a down market8oMtely not. | want to make sure that
the incentive in a down market is at least as gt@sin an up market. There are all kinds of opputies when capital dries up. | want to m
sure that they are thinking about them.

Recognizing that, it is a bigger burden to exptaishareholders why the program works like that.
WSJ: What was the counterargument?

MR. CROWE: It is really a bad set of optics. Léat'egine a real tough bear market. People are rballyg hurt. There are a lot of people v
have substantial percentages of their holdingsimcompany.

WSJ: And they know your phone number.

MR. CROWE: They do! When they are suffering, how gau have a [worker] payout that could measure témillions of dollars? How do
you rationalize that

WSJ: And when that does happen, are you goingctinséder your decision?

MR. CROWE: No. We can't pull a rug out from undar employees. If | do, then | have done a poorgbbxplaining to the other owners of
the company why it is a good idea to continue tdt dois way.

Taking Risks

WSJ: Have your unconventional stock options helpelaurt your efforts to attract and retain peopie@ recent Denver Business Journal
interview, Level 3 Chief Operating Officer KevinHira said the riskiness of this plan had scaredafie plum executives. How many have
you lost?

MR. CROWE: [Lost candidates] are the kind of peapl® in general we didn't tend to want. But, of rsay there are people we tried to get
that we haven't gotten. This is an incredibly cotitpe market.

To my knowledge, the people that we want are thd kif people who are generally turned on by th@aptprogram. And nobody has cited
the OSO program as the reason for leaving. Buether a lot of exciting companies that are doifa af exciting things.

WSJ: If these kinds of options attract people wke taking risks, isn't there the risk that theyl wursue overly risky strategies?
MR. CROWE: Independent of how they are compensdled js always a challenge.

It has not been a problem. And | think if you wayeheck our investors, if there is a complaing ithat these [Level 3] guys tend to be a little
overly conservative from a financial point of view.

The other thing | would point to is the fact thateéxecutives used their own money and bought stbttke beginning of this. In general, the
amount of stock bought outweighs the OSOs.

Many went heavily into debt far beyond what we moemally used to or comfortable with. | bought $88lion worth of stock and borrowed
about $40 million or $45 millior



WSJ: Didn't you make a lot of money selling MFS?

MR. CROWE: That's what my wife said.

WSJ: So why did you have to borrow?

MR. CROWE: The same question could be why go backark if you don't need to? That's what it alllbalown to.

| would pay to do this. | am just lucky | get paldis fun. Plus you get the feeling at the en@ath day that you have actually accomplished
something.

WSJ: Why do you take such a modest salary? [Mm@rearned about $350,000 in 1999 -- unchanged 11298.]
MR. CROWE: Frankly, | would take no salary and tékal in Outperform Stock Options.

But it just messes up the salary program. It doésok right.

That's not even a very good answer, is it? | cdutgren tell you why. Habit. Inertia.

The serious answer to why | tend to keep [salatteggr is to send a signal that we make effortsddhe kind of company that thinks it is a
start-up. A start-up attracts people who tend 1o 'éou know | am willing to live on bologna andedse for a couple of years because at the
end of that | have a shot at hitting the ball duthe park."

WSJ: If you're attracting start-up-style risk takewhy do you offer some people signing bonuses?

MR. CROWE: By definition, we want people who aredlemand. They generally have to walk away from meahey, maybe nonqualified
options heavily in the money. They may be offerigtisng bonuses at other companies. They may beeaffere-IPO options.

We will do what is appropriate. What is a definmgtter, though, is the individual's belief in trempany and willingness to say, "Sure, long
term | understand Outperform Stock Options are winey real compensation comes from."

Of the top 50 people in the company, it would berbrm that we would give some form of bonus to gensate valued people who are
walking away from
[money].

WSJ: Below the top 50?

MR. CROWE: It wouldn't be unusual to provide someoant of help in housing or some other area.
WSJ: What's your annual employee turnover?

MR. CROWE: It's 13% voluntary. | would like it teetzero.

WSJ: Your shareholders clearly like indexed optidfibat do your employee polls show?

MR. CROWE: Most employees like our compensation lagkefits program quite a lot.

The issues we deal with are typical to a very-gastvth company: the pace, which can be difficultimes and isn't right for everybody. And
they want more information.

WSJ: How much does your share-price growth hawitpace the S&P 500 before your indexed optiondymre more wealth than
conventional ones?

MR. CROWE: About seven percentage points. That is not a |ow hurdle.

WBJ: So if your share price...

MR CROWE: . . .beats the S&P by five or six percentage points. . .

WBJ: . . .you make less than with conventional options.

MR. CROWE: Obviously, that universe of companiesnsmller than the 3% to 5% that outperform the mially one percentage poi



Are There Limits?
WSJ: How much can you potentially make from younddutperform Stock Options?

MR. CROWE: Remember, the only thing that is capgeatie multiplier.

WSJ: So if your share price beats the S&P 500 anliatly?

MR. CROWE: | always get eight times the differenBat the difference continues to grow. Let's say 3&P just stayed flat and our stock
went up 1,000% a year. I'd be worth a whole lanohey. The odds of that happening are vanishinglgils



WSJ: So then there is no maximum you could make.

MR. CROWE: The awards | got in 1998 are worth $iion. The awards | got in 1999 are worth $79lioil [as of March 31].
WSJ: If you were to exercise all of your OSOs tqdepu would have a gain of just under $300 milliblot bad for two years' work.
MR. CROWE: Not bad at all.

WSJ: Although your OSOs are worth a lot, you alsm @bout 3.4% of the company through buying shafear stake is worth far more than
any OSO paper gains. Why should you get any indepéidns?

MR. CROWE: The comp committee could ask the sanestipn, and if they didn't think | was worth itethcould find somebody else.

This is a matter of commerce. This isn't religi®his isn't charity. This is business. | am a firglibver that the owners of a company -- and |
include the employee owners and the financial os/reall have a fair division of the value created.

The growth in the value of the company [has beeitedarge. When we started, we had a market vafladout $1 billion. Now we are worth
$38 billion. | don't feel bad at all that | woulétdess than 1% [of that increased value].

WSJ: Except that you said it is so much fun beifgQhat you would pay to work here.
MR. CROWE: That is why | asked you to put thatrimed [type]. If the comp committee finds that ouam in trouble.

WSJ: Let's talk about the unfavorable accountiegttinent of indexed options. Level 3 has taken dmnge earnings hits. In 1998, OSOs
caused you to take a $24 million charge againstiegs. In 1999, the charge was $111 million. Whaydu think about accounting standards
that force Level 3 to take these massive charges?

MR. CROWE: The whole way in which options are teghis silly.

The accounting industry has put in place a hurmitebmpanies that are earnings-sensitive or betieatthey can't explain the earnings hit to
their stockholders in an adequate way. [This haspoarrier to adopting a better kind of compeonsgtrogram.

The biggest issue is differential treatment. Thatrifortunate. Some form of indexing makes sensgafly you can argue that our program
isn't aggressive enough because we shouldn't helkedothe S&P. We did our best. It isn't perfect.

But putting a giant barrier or at least a perceibartier in front of it by having differential aceoting treatments is unfortunate.

The Earnings Hit
WSJ: What happens when Level 3 turns profitablelP yWur shareholders be as tolerant of huge eamiitg as they are when you are losing
money? [Level 3 had a $487 million loss last year.]

MR. CROWE: | hope so. The market is willing to loibikough earnings losses that frankly make thegehrom compensation look small
because they believe that we are building an itriresire that has tremendous value and that witl &ats of profits in the future. | don't think
we have as big a hurdle to explain why we thirik & good thing for the investors to take a losshencompensation program.

People we want as investors are long-term partmbestend to be longer-term investors. And thosa geoup are perfectly capable of
understanding what this noncash charge means.

WSJ: Then why don't more companies offer indexetogp?

MR. CROWE: If you want to compete with excitingrstaps and if you offer outperform options, you adfer the [same] potential that start-
ups offer. It solves a lot of the problems thagiéar successful companies have -- the very onésgsdNo, we have to have normal options."

WSJ: What would be the payoff if other major cogimms adopted some kind of indexed option plapiteshe earnings charge?

MR. CROWE: Adopt them or every one of the employgms most want to keep is going to end up workimgaf company that gives them
that same kind of upside.

There are 500,000 open information-technology jalike country now. And that is only going to ga t{&ver in history has the difference
between the right people and the wrong people beabvious in corporate resul



WSJ: Any other reason every U.S. company shouldaoetthe idea of indexed options?

MR. CROWE: Because you ought to be judged in tineesaay that your investors judge their investmetsligns your interests with those
of your stockholders.

Indexed options are just one part of an overalladto make the management of companies realizedteegtewards of other people's money.
[Inserted quote]
We wanted people who tended to be entrepreneays,'Mr. Crowe. 'The goal is no to attract peopl® wtink like employees.’

[Graphic: line drawing portrait of Mr. James Q. @r0]
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Report: CEO Pay

Raising The Bar Stock options have become evesubpar CEO's way to wealth. Now some hot comparesiramatically toughening
option plans-and Wall Street loves it.
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Not long ago Warren Buffett considered buying adiake in a company that no doubt would have dieginh over the Oracle of Omaha. E

a close look made him uneasy: The company had dintamh to easy-money stock options. "Once theyesall the options would have
taken 10% of the earning power of the enterprise,tomplains. And the binge showed no signs ofiadpaEvery year the company issued
another big batch of options, enriching managedsgauging shareholders. The options blizzard prdedue the terminator, the main reason
America's shrewdest investor didn't add the comsamyme to Berkshire Hathaway's honor roll of huidi

How did a good idea go so wrong? Standard stodkmpivere supposed to tie pay to performance bprdiwg CEOs only if they could

drive up stock prices. But instead of attracting Yarren Buffetts of the world, they've become laata to big investors. Even so, such
investors aren't calling for the end of options.t®& contrary, many are enthralled by a new bré&ZE® that is using creative, demanding
options packages that put the shareholder, naCE@, first. For Buffett, standard options set the oo low, making it easy for CEOs to get
rich by being average, or in this raging bull markeorse than average. The compensation of theageeCEO has almost doubled since 1992,
to $8.4 million last year, according to a surve}r@RTUNE 200 companies by Pearl Meyer & Partnersl $4.6 million of that, a full 55%

of the total, was in option grants, dwarfing saarand bonuses. For Buffett, many of those big dsviaist aren't deserved. "There is no
question in my mind that mediocre CEOs are geitiogedibly overpaid. And the way it's being donéhi®ugh stock options.”

Buffett is particularly riled by a bookkeeping duthat companies cherish. Under standard accountieg, options, unlike cash, aren't
counted as a compensation expense (though theie Yals to be determined and reported in a footnblbe) accounting advantage creates an
illusion, since shareholders bear the cost laténérform of dilution. But by using options, com-



panies like the one Buffett declined to investam ¢atten their CEOs' pay packages without chargidgne to earnings. "l unequivocally
regard the special accounting treatment given optas improper and deceptive," he says.

In addition, boards are to blame for establishimpable standard. Instead of using options as thezpay, they claim that to stay competit
they must give out at least the same dollar valugptions as their rivals, regardless of how wedl CEO performs. CEOs naturally applaud
the practice. The trend is driven not so much Imeotompanies' pursuing CEOs with higher offersyasurveys. Boards hire compensation
consultants--something Buffett says he wouldn'agref doing--to gauge the average CEO grant. Fafigwhe consultants' advice, the board
raises its CEQO's award to at least the industryiamear even higher--who wants to admit its CEQuispar? That lofts awards into an ever-
rising spiral. Performance gets overlooked in ttaeess.

The big awards exacerbate another bad featureadiidy easy terms. Most CEOs receive standardhé&inoney" options, meaning if the
market price is $50 the day they're issued, thkesfrrice is also $50. And it stays at $50 for éméire tenyear term of the options. Getting r
doesn't require superior management at all. AsaBuiioints out, if the CEO buys government bondb wie company's earnings instead of
paying them out in dividends, the book value oiraetwill rise and the share price will probably Quop as well. With a million options, a
caretaker CEO would make a killing. But that ma&kesnuch sense, says Buffett, as paying someonearfanission for letting interest build
up in a savings account. "These plans are realhyalty on the passage of time," he says. How aBatfett investments like Walt Disney,
where Michael Eisner gets a slew of at-the-mondipnp? Says Buffett: "With people who got huge aissand deserved huge awards, the
result was right. But it doesn't mean their optiarese properly constructed."”

In a great stock market, gains are an outrageousaioer.



"You can be very mediocre, but when interest ridegsveryone drop sharply and you don't improverymusiness at all, you make an
enormous amount of money," says Buffett. "No ornmutthbe rewarded for that." Even scrawny ducks ¢aatt swim or quack, he quips, rise
in a swollen pond.

The rushing waters are rewarding many a leadempeance, at shareholders' expense. Example: Péps@ger Enrico has made $17
million since 1996 on a grant of 1.864 million dtaiptions, while Pepsi has given shareholders am$% return, 25 percentage points less
than the S&P 500. But a new breed of boss is iegcushy, sedan-chair plans. CEO pay is acqumeadjstretch targets, the kind that inspire
the troops to shrink cycle times, scale new pradliflgtpeaks, and fast-track the Viagras and Pergifitom lab to market. These CEOs are
betting their paychecks on what moves investoepden share price that beat the market.

Believe it or not, such action heroes are actyalighing their boards to make plans more demandimgy range from FORTUNE 500 CEOs
such as Monsanto's Robert Shapiro and TransanseFicik Herringer to fire-eating comers led bydeta entrepreneur James Q. Crowe of
Level 3. Right now, on-the-edge plans are relagivate, though they're spreading fast--so if yoa'f@EO with a cushy deal, watch out.
Institutional investors love the stretch option keges and want you to have one too. "These higlie plans are the way to go," says Euc
Vesell, a money manager with Oppenheimer Capitafse funds hold over $60 billion in securities. &Tformal plans are almost outraget
For CEOs, they're 'Heads | win, tails you losedda Robert Boldt, who helps invest $140 billiontioe California Public Employees'
Retirement System: "When options have lots of cltrét them, companies like Monsanto will do whatetéakes to reach the target.”

For Vesell and Boldt, the attraction of a tough pn is basic: The CEO believes so strongly irstasy that he volunteers to give
shareholders big gains before taking some of theygior himself. Powder-puff plans inspire suspigiaot confidence. Investors worry that
the CEO is more interested in gaming the pay sysibam in outperforming the market.

The big innovation is putting teeth in optionstie form of tough performance hurdles. The ideanipke: The CEO must substantially raise
the stock price, in a tight time period, beforech@ make big money. Buffett likes these "out ofreney"” options as much as he despises
many standard plans. He heartily approves of tleefonPresident Alan Spoon at the Washington Postwhere Buffett is a director and
major shareholder.

Plans use all kinds of targets. Some of the bestsplemand gains equal to those of the S&P orkebatsimilar stocks, minus two things:
dividends, and one or two percentage points, fdingathe CEO put most of his future wealth in egénsecurity. A typical annual hurdle
figure is 8% to 10%. Only by reaching or beating thrgets does the CEO get to share in the gains.

The plans fall into two categories. Citicorp and Bant, for example, favor "performance vesting'iam (though, unlike standard options,
they have to be expensed). As with standard optibesCEO gains the entire appreciation over theketgrice for the life of the options.
Under Citicorp's 1998 plan for CEO John Reed araet 8@ other executives, that was $121 a shareCéiubrp gave Reed 300,000 options
that price. But there's a catch. Reed and the etkerutives get to exercise their options--meatiiey vest-- only when and if the stock
reaches a much higher target price. In Citicorp&ecthat's $200. And forget the plush ten-yean.téor Citicorp, it's only five. Hence, if
Reed were to raise the bank's stock price only pi8#@annum, to $194 a share by 2003, he'd forfifitimloptions. On the other hand, if he
only barely makes it, he gets the entire windf&$23.7 million. For Reed, it's a real nail-bit&he plan will be rolled into Citigroup stock,
after Citicorp merges with Travelers.

For shareholders, the "premium priced" options ghiamed by Monsanto, Transamerica, Ecolab, and @@Balmolive are even better. At
Colgate-Palmolive, CEO Reuben Mark received a megea@f 2.6 million premium-priced options that Wweplace annual option awards for
seven years. Again, the CEO must hit a lofty tapgiete. But once there, he still hasn't made angegoHe keeps only the gain above the
target price. This year, Monsanto installed an eggjve premium-priced plan covering CEO Robert Bbamd 31 other executives, who
must increase the stock price 50%--from $50.22herdiy of the grant to $75.33 by 2003--before tbpiions are "in the money."

But Shapiro and the other executives have to pathfir options, so they must raise the share miem higher before they can start cashing
in. Monsanto allows Shapiro and his lieutenantsléav up to half their salaries over the next twangeinto options. All elected to participate.
Shapiro is spending the maximum, $800,000, on T&P¢ptions at $6.06 each,



half their cost to the company using the Black-$&honodel for valuing stock options. If the stoides to only $75.33, there is no gain to
cover Shapiro's $800,000 investment. He must dieeeholders 10.5% returns per annum over five yeairgng the share price to $81.39
(the $75.33 strike price plus his $6.06 investmdigjore he can start making money.

For cocky CEOs, these plans have an edge: eveerbiggney for super results. That's because thegeafar more options, usually in huge
blocks every three years or so, than yearly attbeey grants provide. Later this year, Monsantbgiie Shapiro and the other executives a
second award with the same $75.33 strike priceighdhis time he won't have to put up his own moiiBgcause Monsanto's plan involves
premium-priced options, not performance vestingpiésn't have to expense them.) Since premiumepdpéons start way "out of the
money," their present value is far below that efh&t-money options. Monsanto's premium options®Ll2.12 each, compared with the $20 or
more it estimates for standard ones. In other wdalshe same estimated cost to shareholders, Mdasvill be able to hand Shapiro perh
70% more options.

Shapiro is using the high-hurdle plan to creatalture that never lets up. Last summer he spuMoffisanto's chemical business to focus on
life sciences:

breakthrough drugs and revolutionary biotech preslfer agriculture. Building a whole new industny genomics to protect crops is a far cry
from turning out polyester, and it takes a différeind of manager. "The old culture rewarded loriggVsays Shapiro. "l want people with a
fanatical, obsessive devotion to moving new prosltfutough the pipeline." For Shapiro, at-the-mooptjons lead to a cautious, caretaker
management that's "playing defense." Says Shapiro:

"I'll take my chances with the shareholders."

For small companies, it's natural to take a biglgjamn pay: They can grow a lot faster than bigsptteough they can collapse a lot faster
Just a few years ago, Cooper Cos., a maker of cietases and gynecological devices, lay in shasaliie CEO went to prison for insider
trading, and its stock price collapsed, sendingisket cap to $30 million. To the rescue came Bander, now 58, an irrepressible veteran
of SmithKline Beecham. Surveying the wreckage, Bempiickly decided that plain-vanilla options wétehe solution. "They're
meaningless," he snips. To rouse the troops, Beamttéthe board put in a premium option plan of Qdigs-level difficulty.

For the troops as well as himself, Bender setiasef rising stock-price bogeys with very shoradiénes. Every time he hit one, a tranche of
his 168,000-option grant would move into the morige first was the toughest:

raising the stock price from $11.75 to $16 in siantis, a 36% jump. Bender made it. He also hihallother goals, including the last one:
raising the $11.75 price 189%, to $34, by the @&80. With Cooper now trading at $39.50, Bendeg e bell 19 months early. "We kick
butt all the way up the line!" he boasts. Coopewr has a market cap of $600 million; its revenuesgaowing at 40% a year.

Premium-priced plans are fine in good or averagekets. But what if stocks drop 20% and stay deg@®3dost options would wind up
underwater, and the premium ones, with the higsteike prices, could gurgle to the bottom. A BendleShapiro might perform heroically,
raising his stock price 5% a year and beating #i@,®nly to see his options drown. "The big danigghat good managers would leave
because they aren't getting paid in a bad markay$ Dan Ryterband, a consultant with Frederic 9ak& Co. Asolution is waiting in the
wings: indexing options. The idea is that when3i8d° rises or falls, the strike price moves up avdavith the index. Says Steve O'Byrne, a
consultant with Stern Stewart & Co.: "Indexing &tels the contribution of management from the flatitins of the market." Right now, just
one company has the guts to do it. Believe it @y bevel 3, a telecom startup, boasts the best g&0plan in America. Its CEO, James
Crowe, already has had one brilliant experiencé witlexing, at MFS, a local phone company he stand 989 as a branch of Peter Kiewit
Sons', the big construction company in Omaha. Cramceother executives made fortunes on optionsotlytafter providing investors with
returns far above the S&P. In fact, MFS had onthefgreatest rides in corporate history. Just tiieaes after it went public, in 1993, Crowe
sold it to WorldCom for $14.3 billion.

Crowe is counting on an MFS-style pay plan to polearel 3. His goal: building a fiber-optic netwazknnecting 60 cities. The pay plan can
make executives fabulously rich, but only if thegymoutperform the S&P. The payouts start smalh #aeplode as the stock price outpaces
the index. Crowe gets nothing if the index rise%oldnd Level 3's stock does the same. Even if heeolarms it by five percentage points, his
1998 options will be worth only $1.55 million inrde years. Then the numbers really take off. Iingrdeats the S&P by 15 percentage
points, those options rise to $11 million in val8éill, shareholders--who have already rewardedeL8wvith a market cap of $9 billion--love
it, because they get to keep the lion's shareeofjttins. The battle royal will come with the nedd slump. Many CEOs will push to reprice
their options, though they never volunteer to milegr options more expensive in a bull market. "\l fall back on their situational
ethics," promises Warren Buffett. But the CEOs tiith grit to stick to premium options, or bettall, shdexing, will manage better and win
shareholders' respect. To pick tomorrow's winrfeiw the pay plans.



INSIDE: Becoming CEO? Call him first, page 281.urigd treasure, page 285... The Leading Edge, p&ge. Not Eisner's pay stub, page
294... Ask Annie, page 296

COLOR ILLUSTRATION {CEO PAY icon with checkbook graic PAY TO THE ORDER OF } COLOR CHART HOW ME
HIGH-RISK OPTIONS REWARD ONLY THE STARS TYPE OF ORJN (options vest in three years) --Standard: $tpkice remains
constant. --Premium priced: Strike price rises 8bually. --Level 3's plan: Options pay only if coamy outperforms S&P (chart assumes
S&P rises 10% annually). PLANS have equal presehies at time of grant. The standard plan paysditstthree years of average
performance. Company's stock rises 10% annuallyafQtot available--bar graph comparing Standareiirm and Level 3 option plans}
COLOR CHART {See caption above} Modestly beating tharket makes the riskier plans begin to pay@fmpany's stock rises 15%
annually {Chart not availablebar graph comparing Standard, Premium and Levetidmplans} COLOR CHART {See caption above} Ex
beating the S&P by seven points earns no extrardsaander the riskier plans. Company's stock 1§86 annually {Chart not available--bar
graph comparing Standard, Premium and Level 3 ngians} COLOR CHART {See caption above} DoublifgtS&P's return finally
triggers extra reward for extra risk. Company'slstises 20% annually {Chart not available--bampgraomparing Standard, Premium and
Level 3 option plans} COLOR CHART {See caption abb¥Home-run performance multiplies the differentepayoffs. Company's stock
rises 25% annually {Chart not available--bar grapmparing Standard, Premium and Level 3 optiong}|l&@OLOR PHOTO:
PHOTOGRAPH BY ELI REICHMAN James Q. Crowe Level ¥ cash compensation: $350,000 Option deal: Tee@EO pay plan in
America. Crowe's stock options are worthless ifferely matches the S&P's rise. {James Q. Crowedagll COLOR PHOTO: JOHN
ABBOTT Reuben Mark Colgate-Palmolive 1997 cash cengation: $3.85 million Option deal: Last year skeeond of his two tough
premium plans kicked in. To make money on all lggans, he must raise the stock price by over 70@LOR PHOTO: MICHAEL L.
ABRAMSON Robert Shapiro Monsanto 1997 cash compensas1.83 million Option deal: Under an aggresgilan, Shapiro chose to buy
options with his own mone



