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Due to a recent Delaware Chancery Court ruling, the topic of director compensation currently is facing an uncharacteristic
turn in the spotlight. Though it receives relatively little attention compared to its higher-profile cousin—executive
compensation—director compensation can be a difficult issue for boards if not handled thoughtfully. Determining the
appropriate form and amount of compensation for non-employee directors is no simple task, and board decisions in this
area are subject to careful scrutiny by shareholders and courts.
The core principle of good governance in director compensation remains unchanged: Corporate directors should be paid
fair and reasonable compensation, in a mix of cash and equity (as appropriate), to a level that will attract high-quality
candidates to the board, but not in such forms or amounts as to impair director independence or raise questions of
self-dealing. Further, director compensation should be reviewed annually, and all significant decisions regarding director
compensation should be considered and approved by the full board.

The Citrix Case
Last month, in the case of Calma v. Templeton, the Delaware Chancery Court denied defendants’ motion to dismiss a
claim that Citrix Systems’s board of directors had breached their fiduciary duties in awarding compensation to outside
directors under a compensation plan that had been approved by shareholders. The suit challenged awards made in three
consecutive years to non-employee directors under the existing equity incentive plan, which had been approved by a
majority of shareholders a few years earlier. Potential participants in the shareholder-approved plan included all
employees, directors, and officers of Citrix; the plan contained only a sky-high limit of one million shares per participant
per year (worth over $55 million at the time of the lawsuit) and no sub-limits based on the participant’s position.
The Chancery Court determined that the entire fairness standard of review was applicable to the claim because the
awards to the outside directors were made by the recipient directors themselves, and therefore the directors granting the
awards were not disinterested: “[D]irector self-compensation decisions are conflicted transactions that ‘lie outside the
business judgment rule’s presumptive protection.’” The directors’ primary defense was that the equity plan had been
ratified by shareholders; however, in light of the lack of meaningful limits or specific guidelines for awards to non-employee
directors, the Chancery Court found that shareholder approval of the plan as a whole did not constitute approval of the
specific decision of the board to make the grants in question. The directors also asserted that the grants were in fact
entirely fair because the company’s director compensation practices were comparable to those of its peer companies;
however, the defendants and the plaintiff differed as to which companies should be considered peers for this purpose.
factual questions as to the fairness of the stock awards, the Chancery Court found a sufficient basis
to allow
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plaintiff’s claim for breach of fiduciary duty to proceed.
The Chancery Court determined that the plaintiff had failed to state a claim for waste of corporate resources, on the basis
that the compensation awards were not “so one-sided that no reasonable business person could conclude that the
Company received adequate consideration.” The court did allow the plaintiff’s claim for unjust enrichment to proceed, on
the basis that, at this stage of the litigation, the claim was entirely duplicative of the claim for breach of fiduciary duty.
Directors can draw several important lessons from the Citrix case. First, with respect to conflicts of interest: If director
compensation is not made pursuant to a shareholder-approved plan containing meaningful limits on director awards,
where possible, directors should avoid being in the position of approving their own individual director compensation.
Second, with respect to shareholder-approved equity compensation plans: An argument for ratification will be bolstered by
(1) realistic limits contained in the plan, (2) sub-limits for different categories of participants, with specific details as to the
awards for directors, and (3) fixed-value limits rather than fixed-share amounts. If, when faced with a challenge such as
the one in the Citrix case, the board can establish shareholder ratification, a court will review the claim only for corporate
waste, which is a very high threshold for a plaintiff to meet. Third, regarding compensation benchmarking: Because of the
factual issues involved in determining a peer group and analyzing the various corporate practices of peer group members,
benchmark data is unlikely to be sufficient to convince a court to grant a motion to dismiss. However, to provide protection
against the possibility that a claim survives a motion to dismiss, it may make sense for the board to hire a compensation
consultant to assist in constructing the appropriate peer group for benchmarks. In turn, creating a strong record
demonstrating a thoughtful decision-making process, and establishing an effective process for determining compensation
awards, all by way of demonstrating the reasonableness of director compensation if the “entire fairness” standard were to
be applied. The board and its consultant should re-evaluate the elements of director compensation, including the
composition of the benchmarking group, regularly, if not annually.
The bottom line is that when a company seeks a shareholder vote on an amended or new stock plan that includes
directors, appropriate and meaningful sub-limits for directors should be added. If a stock plan does not have effective,
meaningful sub-limits for directors (or a stand-alone director plan does not provide for an effective, meaningful limit), the
board should retain a compensation consultant with sufficient expertise to establish the appropriate record for the board’s
decision in making individual awards, including the determination of the peer group and the process for determining the
awards in the context of overall director compensation.

Director Compensation Elements
The role of directors has undergone a fundamental change since the turn of the 21st century. The Sarbanes-Oxley Act of
2002 and the New York Stock Exchange corporate governance listing standards, first adopted in 2003, emphasized
director independence and created a new set of regulations regarding director expertise, oversight practices, and board
structure. Since then, the requirements applicable to public company directors have increased in number and complexity.
More recently, in the wake of the 2008 financial crisis, the role of the board has been under close scrutiny, and directors
have faced greater challenges than ever before. Being a public company director now entails a far larger time commitment
than it did two decades ago, and it carries greater risks. Concern over possible personal liability for directors has grown.
Shareholder lawsuits naming directors as defendants are almost automatically filed upon the announcement of significant
transactions or other major corporate events, and, as a result, cautious boards treat each material decision as if it will be
the subject of litigation against both the company and them personally.
Along with the increased risk and responsibility inherent in a public board position, compensation for directors has
modestly risen as well. According to one source, director compensation has grown by approximately 5 percent per year
over the last decade. Given that directors now are expected to devote more time to their individual directorships and that
individual directors tend to serve on a smaller number of boards, the increase in overall compensation is not surprising.
And just as the form of executive compensation has shifted over recent years, the form of director pay has followed suit.
While compensation remains composed of both cash and equity, the mechanisms for compensating directors, and the
forms of compensation, are gradually changing.
Historically, the cash portion of directors’ fees included both an annual retainer and additional per-meeting payments for
attendance at meetings. In the current era, when companies are required to disclose in their proxy statements whether
their directors have attended at least 75 percent of board meetings, attendance is essentially mandatory. For simplicity,
and to compensate directors’ involvement overall rather than on an episodic basis, many companies have eliminated
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per-meeting fees and instead increased the cash retainer. In addition, some shareholders have criticized per-meeting fees
as incentivizing boards to have a greater number of meetings. Currently, at the largest companies, per-meeting fees
comprise about 1 percent of total director compensation, while at the smallest companies, they comprise around 7
percent. The cash retainer ranges from 34 to 37 percent of total compensation among companies of various sizes. In
addition, some companies provide additional compensation for committee work (which may be in cash or equity), ranging
from 5 to 11 percent of total compensation, although separate compensation for committee service is declining.
As with executive compensation, director compensation has tended in recent years to include a greater proportion of
equity. The current mix is roughly 50 percent equity, broadly speaking, with larger companies delivering slightly over half of
their director compensation in equity and micro companies slightly under. Whereas equity formerly was often granted in
the form of stock options, that has decreased across all size categories of companies, with a strong preference now for
granting full-value awards such as restricted stock or restricted stock units. As with executive pay, the theory is that
full-value awards create closer alignment of leadership and shareholder interests. It is common for companies to have a
minimum stock ownership guideline for directors, which is typically three to five times the annual retainer. Stock options
are granted more frequently by smaller companies and in certain industries in which executive compensation also
depends more heavily on option grants.
It is also becoming standard for companies to determine their equity grants by reference to a dollar amount rather than a
number of shares. This permits companies to stabilize the value annually by adjusting the number of shares on the grant
date, thus eliminating uncertainty both for the directors and for the shareholders who may be approving the compensation
plans in advance. Equity grants to directors are typically made in restricted stock or restricted stock units, or outright
grants. Performance-based awards are generally not used as they are seen to have the potential for compromising
director objectivity. In addition, some boards have added a post-vesting/exercise holding requirement, which decreases
the accounting cost and either allows for grant of more awards (if awards are based on a dollar amount) or for the
incurrence of lower expense (if a set number of awards is granted). Since directors tend to hold these awards anyway, this
additional requirement is not viewed as onerous.
Benchmarking compensation practices against peer groups is a valuable tool, but, as evidenced in the Citrix case, it is not
without its complications. Boards that intend to rely heavily on the practices of peer companies as a basis for their own are
strongly encouraged to engage a compensation consultant to help determine the appropriate group and to periodically
re-evaluate the composition of the group.
Influential proxy advisors also have taken positions on director compensation. Institutional Shareholder Services
recommends a case-by-case vote on compensation plans for outside directors, based on the cost of the plans against the
company’s ISS-generated benchmark. ISS recommends a vote in favor of a plan if it contains (1) director stock ownership
guidelines of a minimum of three times the annual cash retainer, (2) minimum vesting of three years for stock options or
restricted stock, or deferred stock payable after three years, (3) a mix of cash and equity, with a five-year vesting or
deferral requirement on the equity if the value of the equity is a majority of the director’s compensation, (4) no retirement
benefits or perquisites to non-employee directors and (5) detailed disclosure in tabular form for each non-employee
director for the last fiscal year.
Glass Lewis opposes performance-based equity grants to directors, but otherwise takes a generalized view that outside
directors should receive “reasonable and appropriate compensation,” with fees being competitive but not excessive. Glass
Lewis has its own proprietary model to value equity plans compared to peer companies and uses its analysis to determine
its recommendations on director compensation plans.

Board Leadership, Special Committees
It is appropriate and customary for board leaders such as the lead or presiding director and committee chairs, as well as
members of committees that have greater responsibility, to receive additional compensation in recognition of their more
significant and time-consuming roles. In the committee context, as for the entire board, there has been a shift from
per-meeting compensation to increased annual retainer fees for board leaders and members of certain committees. This
format is not only simpler but also more suited to current forms of communication and technology; frequently, committee
business is conducted less through in-person meetings but more through a series of conference calls. It is also important
that compensation not differ so widely among directors that issues of fairness or factionalism arise. Additional
compensation for particular directors or committees should be clearly tied to their additional responsibilities and should be
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approved by the entire board. As with director compensation generally, additional compensation arrangements should be
reviewed annually by the full board.
When the board has occasion to create a special committee for a particular purpose, it is also appropriate and customary
for some or all of the members of that committee to receive additional compensation for their efforts. Over half of all
companies in a recent survey indicated that they pay a retainer to the chair of a special committee, whereas only about
one-third pay a retainer to the members of the committee. Whether or not a board elects to pay retainers to one or all
members of a special committee—a decision that should be situation-specific and made by the board as a whole—we
recommend that special committees be compensated by retainer rather than through per-meeting fees. In some
instances, the compensation arrangements for a special committee are put in place when the committee is established.
This may make sense where the responsibilities and time requirements for the special committee are specific and
well-defined. Based on our experience, it may make sense for the special committee’s retainer to be determined by the full
board after the committee’s work is done, rather than at the outset, when it is unclear how long the special committee will
be in existence or how much work will be required of the special committee members. Typically, special committee
compensation is determined by reference to retainers paid to chairs or members of other standing committees.

Director Independence
While there is no requirement as to how the board determines director compensation, it is typical for the board to assign
this task to either the compensation committee or the nominating/governance committee. If the task is assigned to a
committee, any significant decision regarding director compensation should always be reviewed and approved by the full
board before becoming final. Absent extenuating circumstances, the board should refrain from approving increases in both
inside and outside director compensation at the same time, as doing so can create a conflict of interest for the entire
board. At all times, the board should be careful not to take actions that would compromise non-employee directors’ actual
or perceived independence and objectivity.
Director compensation is a thorny matter because it is the board itself that must determine the compensation of its
members. Ideally, disinterested directors will determine compensation for other directors, and shareholders will ratify
compensation plans with meaningful director-specific limits, but fundamentally there remains an element of self-interest
that cannot be eliminated completely. The Citrix case represents a situation in which the line between fair compensation
and self-dealing became blurred enough to require a full fairness inquiry, and elements of the decision can be useful to
boards as they review their compensation practices. Despite pressures to minimize director compensation for
appearances’ sake, and though directors are not generally motivated to serve simply by the compensation received, it is
nonetheless important for companies to reward directors fairly for their work and to provide compensation adequate to
attract high-quality candidates.
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