This column appeared in the print edition of the New York Law Journal on June 22, 2018

Netw York Latw Tonrnal

Executive Compensation

Tesla’s Stock
Option Grant to
Elon Musk: Part 2

June 22, 2018

By Joseph E. Bachelder IIi

On May 1 this column reported on the $2.6 bill&tack option granted earlier this
year by Tesla, Inc. (Tesla) to its Chairman and CEIOn Musk, representing 12 percent
of Tesla shares outstanding on the option gram (daé “Musk Option”). Mr. Musk is
one of the founders of Tesla, as described in Teplaxy statements.

Today’s column compares Mr. Musk’s ownership aedain of his arrangements
at Tesla with those of “Founder CEOs” at 10 othghtiech companies. “Founder
CEOs” are CEOs (or, in two cases, Executive Chairmleo had previously served as
CEO) who founded or co-founded the enterprise. cdliemn also comments on legal
aspects of the award under Delaware law. Findlfliscusses briefly the stockholder
class action derivative complaint regarding the MOgption filed under seal on June 5 (a
redacted version was made public on June 7) ib#laware Chancery Court against
Tesla directors including Mr. Musk and Tesla as maindefendant._Tornetta v. Musk et
al, No. 2018-0408.

Mr. Musk’s Stock Ownership and Pay
Compared to Other Founder CEOs
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1. Comparator Companies.

The 10 high-tech companies examined are Ama&iphabet (Google’s parent),
Facebook, Oracle, Nvidia, Netflix, Salesforce, Alefiechnologies, Garmin and
Monolithic Power Systems. The median market caphiie 10 companies as of June 15,
2018, was approximately $166 billion. Tesla’s nedrtap as of June 15, 2018, was
approximately $61 billion.

2. Stock Ownership Compared.

Mr. Musk owns approximately 20 percent of thestartding shares of Tesla
(outstanding stock options were not included irc@iating this percentage). Based on
Tesla’s market cap of approximately $61 billionj@st noted, Mr. Musk’s shares had a
value on June 15, 2018, of approximately $12 lillio

The median of the percentages of outstandingesh@awvned by Founder CEOs of
the 10 comparator companies was approximately &.@ept, based on their most recent
proxy statements. (Outstanding stock options dhdrdorms of equity awards were not
included in calculating this percentage.) The medialue of Founder CEO stock
ownership among the comparator companies as of 12018, was approximately
$5.2 billion.

3. Pay Compared.

In comparing Mr. Musk’s pay at Tesla with the pdythe Founder CEOs at the 10
comparator companies, we looked at the Founder Cg&ydor the last five fiscal years
of their respective companies. The rationale Bngifive years of pay data is that on
January 21, 2018, when the Musk Option was gramtggoloximately five years had
elapsed since Tesla granted a significant stodbopbd Mr. Musk.

(@) Musk Option Compared to Equity Awards to Othe Founder
CEOs.

The value of the Musk Option, $2.6 billion, wasireated by Tesla, as
noted in the May 1 column, using a so-called Md@#elo option-pricing model
(an alternative to Black Scholes).

The median of the total values of equity awand=r ¢he last five fiscal
years provided by the 10 comparator companiesetio Hounder CEOs was
approximately $32.6 million (based on grant-datees as reported in proxy
statements). The value of the Musk Option is appmately 80 times the median
just noted. Significantly, four of the 10 comparatompanies did not make
equity grants to their Founder CEOs during thest feve fiscal years (Alphabet,
Amazon, Facebook and Garmin).



Special Note regarding Tesla’s Prior Option GsaotMr. Musk. In
August 2012, Tesla awarded Mr. Musk a stock optioacquire 5 percent of Tesla
shares then outstanding. Like the current Muskddpghe 2012 option grant has
significant market cap and operating performanaelbs. Prior to that, in
December 2009, Tesla awarded Mr. Musk a stock opgacquire 8 percent of
Tesla shares then outstanding. Fifty percentebiption was subject to
performance-vesting, 37.5 percent of the option svdgect to time-vesting (over
a three-year period) and 12.5 percent of it way frdsted upon grant.

(b)  Salary and Annual Bonuses: Mr. Musk Comparedo Other
Founder CEOs.

During the five-year period ending December 31,7204r. Musk received
no salary or annual bonus. (Tesla’s proxy statésnedicate that Mr. Musk was
provided an annual salary in the range of $33,60R60,000 during that five-year
period—apparently to comply with minimum wage regments under California
law. They also indicate that Mr. Musk did not guicine salary.) The median of
the total amounts of salary and annual bonusesq@idthe last five fiscal years
by the 10 companies to their Founder CEOs was appabely $1.6 million
(based on amounts as reported in proxy statemehRt)r of the 10 comparator
companies paid a salary of only $1 to their respedtounder CEOs and two of
those four paid no annual bonus to the Founder CEO.

In summary, the median salary and annual bon®4 & million paid by the
comparator companies during the last five fiscargeao their Founder CEOs contrasts
with no salary or annual bonus paid to Mr. MusKesla. On the other hand, the value
of the Musk Option “overwhelms” the value of stagitions and other equity grants
made by the comparator companies to their Foun&€<C

Issues Under Delaware Law

A number of issues are raised by the Musk Optiotter Delaware law. These
include:

1. Corporate Waste.

A claim of corporate waste would exist if the extrdinary value of the Musk
Option bears no reasonable relationship to theevafwhat it was meant to achieve:
added motivation of Mr. Musk in attainment of Tegtals and greater likelihood of
Tesla’s retaining him as its leader.

A claim of corporate waste might include the daling:



* Mr. Musk already owns approximately 20 percenthef shares of Tesla.
How much more motivation and incentive to remainhesleader of Tesla
does the new stock option provide Mr. Musk?

* The value of the Musk Option “overwhelms” the medad the values of
the equity grants to Founder CEOs of companielarcomparator group.
As noted above, during their last five fiscal yedosir of the 10 comparator
companies did not make any equity award to the #euGEOs.

* The terms of the Musk Option do not restrict Mr. $¥was to activities
outside of Tesla. (Apparently Mr. Musk is subjectTesla’s standard
confidentiality agreement” and a “Proprietary Imf@tion and Inventions
Agreement,” both referenced in Mr. Musk’s 2008 eoyphent offer letter
from Tesla.) Mr. Musk’s current activities outsidf Tesla include serving
as chief executive officer at a major rocket conyp&@paceX, and at two
recent start-ups, The Boring Company (a tunnel4coason company) and
Neuralink (a company in the business of artifioiélligence).

In support of the Musk Option, it can be argued,thiee any option, the Musk
Option will deliver value to its holder, Mr. Musgnly if Tesla shareholders generally
benefit from growth in the stock price of Tesla. addition, as noted above (and
discussed in greater detail in the May 1 colurmmg,Nusk Option vests only if
challenging market cap and operating performanggtsare met (e.g., if all targets
necessary for full vesting are met Tesla would rewearket cap of $650 billion and be
one of the largest corporations in the world). cAlsIr. Musk must hold for five years
any shares he acquires upon exercise of the option.

2. Independence of Directors.

Controlling Shareholder Issue. Are the Tesla daecso much under the control
of Mr. Musk that they could not make an objectivdgment regarding his
compensation? In rejecting a motion to dismiseraglaint, in a case involving Tesla’'s
acquisition of SolarCity Corporation, the Delaw&ieancery Court, based on allegations
contained in the complaint, and subject to furihreiceedings in the matter, ruled in
March that “it is reasonably conceivable that Muska controlling stockholder,
controlled the Tesla Board in connection with tregisition.” In re Tesla Motors, Inc.
Stockholder Litigation, C.A. No. 12711-VCS (Del. Q¥ar. 28, 2018).

Extraordinary Size of Tesla Director Compensati@mderscoring the issue of
director independence, the compensation of theaTdstctors is extraordinary. Option
grants to eight of the nine directors (this doesimdude Mr. Musk who does not receive
additional compensation for serving as a diredtag grant-date values (as reported in
the proxy statements) in the range of approxim&k&l® million to $9.8 million, six of
which were over $4.9 million. (The Chairman of thempensation Committee received




an option with a grant-date value of approximagy2 million). The Tesla Equity
Incentive Plan, under its triennial option granmbgmam for outside directors, provides for
additional awards to be made in June 2018. Intiadio a basic option grant for 50,000
shares to each outside director, the Plan provaresdditional option shares for specific
roles such as lead director and chairman or mewofoeBoard committee. The Plan has
been approved by Tesla shareholders.

Tesla Shareholder Approval of Musk Option. Onréha21, Tesla shareholders, at
a special meeting, approved the Musk Option gré&mpproximately 73 percent of the
shares voted (Mr. Musk and his brother Kimbal dil vote) approved the grant,
representing approximately 47 percent of all shatgstanding other than those held by
Mr. Musk and his brother. Did the shareholder Votee” whatever issues may have
existed as to the independence of directors?eligbue arises in a litigation of the Musk
Option (see next section), it is possible thatDeéaware Chancery Court might discount
the shareholder approval in view of Mr. Musk’s aolling shareholder status.

Complaint Filed in Delaware Chancery
Court Regarding Musk Option

As noted above, on June 5 (unsealed on Juneedacted form) a complaint was
filed against the directors of Tesla including Musk and against Tesla as the nominal
defendant._Tornetta v. Musk et al, supra.

The complaint seeks, among other things, reseissi the Musk Option grant (or
reformation to bring it “in line with comparable OFpay packages”), change in the
composition of the Board and damages against tfemdant directors and against Mr.
Musk as the recipient of the grant. It descriltesgrant as “massive, unfair and
unprecedented.” The complaint cites corporate evagithe directors, unjust enrichment
of Mr. Musk and dilution of complainants’ econonaigd voting power in Tesla. It
asserts breach of fiduciary duties by the direcamis by Mr. Musk as a controlling
stockholder. It also asserts that the outsidecttirs are not protected under the business
judgment rule, claiming that those directors wereindependent due to their business
and social connections with Mr. Musk and the exttamary levels of directors’ fees paid
to them. According to the Chancery Court Dock#ts,judge assigned to this case is
Vice Chancellor Joseph R. Slights, Ill, who alsthis judge in the SolarCity case, In re
Tesla Motors, Inc. Stockholder Litigation, supra.

An answer to the complaint can be expected shofiesla, in response to the
complaint, is reported as stating that the complaeeks to take the power from our
shareholders and instead give it to plaintiffs lavey We will respond accordingly.” The
complaint does not explain what the future of Tesballd be without Mr. Musk. The
complaint itself cites a statement made by Ed Kiitg president of industry analysis at
AutoPacific, that “Elon is Tesla, Tesla is ElorMir. Musk is a visionary leader of Tesla



and Tesla very much depends on his outstandingtsaie the design, production and
marketing of Tesla vehicles. Mr. Musk is extraaatly. The option is extraordinary.
The debate will be interesting.



