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Lawsuitsrelated to director pay remain an ongoing concern for biotech companies, given
the plaintiff bar’s continued focus on compensation and proxy matters. These lawsuitsare
exceedingly difficult to defeat with a pre-trial motion to dismiss. Instead, companies that
allegedly paid excessive director compensation typically settle so that they can avoid the
risk, distraction, and expense of discovery and of trial. To better understand how director
compensation litigation isimpacting our clientsin the biotech industry, we reviewed
fourteen recent settlement agreements. The following outlines our findings.

What type of biotech companies were sued?

All types of biotech companies are sued for alleged excessive director compensation. In our
review, we identified suitsinvolving large (market capitalization above $5 billion) and
small (market capitalization below $30 million) companies, pre-commercial and

commer cial companies, growing companies, and companies that were struggling.

How does this happen?

One of the most common reasons that companies are identified astargetsfor these lawsuits
isthereported value of the equity awards granted to directors. In the study, the equity
value represented between approximately 80% and 90% of the total compensation
provided to directorsfor the year immediately prior to the year in which the lawsuit was
filed.

Thereported values can become significant in the scenario where a board grantsdirectors
a fixed number of sharesor stock options each year and the stock price sincethe last grant
increased significantly. It isimportant to note that thereported valueisrarely consistent
with the value the director ultimately realizes from the grant.

What do the settlements look like?
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In our review of the settlement agreements, we observed that the same three or four
plaintiffs’ firmsbrought most of the lawsuits. Accordingly, the settlement agreements were
all structured similarly, and while each of the settlements was uniqueto its respective
lawsuit, we noted the following in nearly all of the agreementsthat we reviewed:

1. Thedirectorswere not required to disgorge the alleged excessive compensation;

2. Thetarget company was required to either amend its existing non-employee dir ector
compensation policy or adopt a new policy that would remain in effect for threeto
fiveyears;

3. Theboard wasrequired to adopt morerobust controls around peer group
development and non-employee director compensation policy review; and

4. The companies had to pay the plaintiffs’ legal fees.

Each of the settlement agreements we reviewed claimsto enhance the target company’s
gover nance practices, strengthen cor porate controls, and benefit the company’s
shareholders.

What we found

Every settlement agreement we examined required the target company to either adopt a
new non-employee director compensation policy or amend their existing policy to satisfy
various demands made by the plaintiffs. These policies were universally subject to annual
limits on the value of cash, equity, or total compensation that each director may receive.
The settlements pegged the capsto either a dollar amount or market percentile (e.g., the
50th percentile of the company’s peer group).

All but three of the settlement agreements we reviewed required the target company to
work with an independent compensation consultant to review the peer groups and the non-
employee director compensation policies on an annual basis and to make changes as
necessary. About half of these settlements directed the target company to choose peer
companiesthat were similar in terms of industry and size, as defined primarily by market
cap, and secondarily by revenue, headcount, and resear ch and development expenses.

About a quarter of the settlement agreementswereviewed included a requirement that the
target company adopt stock owner ship guidelinesrequiring directorsto hold company
stock in an amount equal to either threetimes or fivetimesthe annual cash retainer.
Similarly, we noted that about a quarter of the settlement agreementsincluded a
requirement that shareholders approve the new or amended non-employee director
compensation policies at the next annual shareholder meeting.

Each of the target companies made a cash payment to cover the plaintiffs’ attorney fees.
These paymentsranged from $240,000 to $1.5 million. The median settlement payment
was approximately $400,000.

Implications and our recommendations
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What can biotech companies do to stay out of the plaintiff bar’s crosshairs? Adopting the
following best practices should help to insulate most from potential excessive director
compensation lawsuits.

= Establish an appropriate peer group and review director compensation regularly. The peer
group should be comprised of companiesthat are similarly situated and ar e selected
in alogical fashion. Best practiceisto review the peer group annually and update as
necessary. Set compensation levels using the peer group with an eye towards
providing fair and reasonable director compensation. Boar ds should be wary of
outlier compensation practicesthat appear more generous than the market, and
decisionsto include or maintain those featur es should be car efully considered in the
context of potential director compensation litigation.

» Consider whether a hybrid approach to sizing equity grants is appropriate. As part of the
annual director compensation review, discuss the merit of a hybrid approach to
setting director equity grants, either a fixed-share amount with a maximum value
cap, or avalue-based award amount with a maximum fixed-share cap. Having this
hybrid approach creates more complexity in the program but is a significant
mitigator of director compensation litigation exposure.

= Consider enhanced proxy disclosure regarding the process for setting compensation. The
level of disclosure regarding executive compensation hasincreased significantly over
time, but few companies go into detailed disclosur e covering how non-employee
director compensation is set. Consider expanding thisdisclosure asa meansto
inform shareholders of the process, as well as mitigate therisk of litigation.

= Review the expected value of the directors' annual equity grants prior to issuance.
Calculate the expected value of the upcoming grantsto ensurethat the expected
reported value of the grant, when combined with the cash compensation provided to
directors, does not create excessive compensation valuesthat will bereported in the
next annual proxy statement. For companies with annual director compensation
limits embedded in their equity incentive plan or director compensation policies, it
also provides a helpful check to ensure compensation iswithin the stated limits.
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