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Facebook Settles Derivative Lawsuit Challenging Outside

Director Pay

+ In settlement of a derivative lawsuit challenging com-
pensation paid to Facebook’s non-employee directors,
Facebook agreed to submit its non-employee director
compensation program, including specific equity grants,
some historical grants, and retainer fees, to a vote of
shareholders at its 2016 annual meeting. Although this
“say-on-director-pay” vote on particular grants of director
compensation is unusual, the vote is symbolic, given that

Facebook’s founding shareholder retains voting control.

+ The settlement followed the court’s October 2015 determi-
nation that the rigorous entire fairness standard applied
in reviewing the Facebook board’s decisions relating to
director compensation because they were made under a
compensation plan that was not (in its entirety) formally

approved by Facebook’s shareholders.
+ The Facebook litigation is one of several recent law-
suits in which the Delaware Chancery Court declined to

apply traditional business judgment deference to board
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decisions relating to director pay, and it evidences the
heightened scrutiny of investors, courts, the media, and
others on director compensation, a focus we predicted

several years ago.

Last week, the Delaware Chancery Court approved settle-
ment of Espinoza v. Zuckerberg, the shareholder deriva-
tive case that challenged compensation payments made
to Facebook’s non-employee directors. Typically, Delaware
courts apply traditional business judgment rule deference to
board decisions relating to director compensation, despite
the inherent self-dealing nature of those transactions, as
long as the compensation is paid pursuant to a shareholder-

approved compensation plan.

The compensation payments at issue in Espinoza were
made under a 2012 compensation program that autho-
rized equity grants for Facebook’s non-employee directors,
officers, employees, and others. That plan was approved

by Facebook’s board of directors and its shareholders



immediately prior to the company’s initial public offering. In
2013, Facebook’s compensation committee recommended,
and its board approved, a new compensation program for
non-employee directors that would, among other things,
implement annual equity grants of restricted stock units
having a value of $300,000 per year. The 2013 director com-
pensation program was in place by September 2013 and
was disclosed in Facebook’s 2014 proxy statement. Face-
book’s 2012 equity plan was not, however, amended to
include the specific terms of the 2013 annual compensa-
tion program, and Facebook’s shareholders did not approve
the 2013 director compensation program. Facebook’s 2013
equity grants and other compensation payments made to its
non-employee directors were challenged in the shareholder

litigation.

Facebook argued that its 2013 director compensation pro-
gram had been properly, if informally, approved by its
shareholders because Mark Zuckerberg, a disinterested
Facebook director and its controlling shareholder, expressly
ratified the 2013 director compensation program by sign-
ing an affidavit to that effect after the derivative lawsuit was
filed. Accordingly, Facebook argued, the business judgment
rule applied to the Facebook board’s decisions relating to
the director compensation awards. The Chancery Court
disagreed, holding that Mr. Zuckerberg’s ratification of the
compensation plan in his affidavit was procedurally inade-
quate to support the application of the business judgment
standard of review, and accordingly, the “entire fairness”
standard of review applied. This more rigorous standard
required the Facebook directors to prove the “entire fair-
ness” of the payments made under the compensation plans
by demonstrating that both the process they undertook in
approving the compensation, and the amount of the com-

pensation paid, were fair to Facebook and its shareholders.

Ultimately, Facebook and the shareholder plaintiff settled
the lawsuit. As part of the settlement agreement, Facebook
agreed to submit to its shareholders at its 2016 annual meet-
ing proposals to approve the 2013 equity grants and annual
non-employee director compensation, including retainer
fees for non-employee directors. Shareholder votes on spe-
cific equity grants or other payments made to non-employee

directors of U.S. public companies are exceedingly rare in

the United States, and at first glance this shareholder vote
on director pay might appear to be an important win for the
plaintiff shareholder. However, the vote of Facebook’s share-
holders is a mere formality, as Mr. Zuckerberg holds voting

control of Facebook’s shares.

Of course, even if this one-time shareholder vote on Face-
book’s outside director pay had any real effect, the require-
ment for the shareholder vote is the product of a negotiated
settlement between two private parties, and it does not nec-
essarily portend the dawning of an age of voluntary “say-
on-director pay” votes. However, it is possible that other
companies may consider remedial actions, including volun-
tarily adopting limits on previously approved director equity
plans or even resubmitting them to a shareholder vote, in
light of two other recent Delaware cases involving director
compensation plans that had been properly approved by
shareholders but were determined by courts to lack “mean-
ingful” or “effective” limits on the grants or payments that

could be made under the terms of the plan.

In the first case, Seinfeld v. Slager, the Chancery Court found
that an equity plan’s per-participant grant limits were not
“meaningful” or “effective” where those limits allowed the
directors to make an annual grant of restricted stock units
with a value of about $22 million to each non-employee
director, or $260 million in the aggregate. Likewise, in Calma
v. Templeton, the Chancery Court found that a company’s
compensation plan lacked “meaningful” limits due to its
overly generous limit of one million shares per participant,
as well as its lack of sub-limits applicable by position. In
both cases, although the compensation plans had been
properly approved by shareholders, the Chancery Court
held that the directors would be required to establish the
entire fairness of the grants made under the plans due to

the perceived inadequacies in plan terms.

In our experience, setting director pay typically receives
very close scrutiny by boards, including after consider-
ing input from independent compensation experts as to
peer approaches. In addition, typically director pay is quite
modest in comparison to the increasing demands on direc-
tor time and elevated levels of risk associated with share-

holder activism, cybersecurity, and other threats after the



shift in corporate governance paradigm that began follow-
ing the bursting of the dot-com bubble. As such, we believe
it unlikely that director pay will attract even a fraction of
the attention drawn by executive pay over the past several
years. Recent events have signaled, however, that courts,
regulators, investors, and others have director compensation
issues in their line of vision, and that director pay will con-

tinue to come into sharper focus in years to come.
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