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INTHE UNITED STATESDISTRICT COURT
FOR THE WESTERN DISTRICT OF OKLAHOMA

M. LEE ARNOLD, Derivatively on Behalf of )
CHESAPEAKE ENERGY CORPORATION, )

Plaintiff, ))
VS. ; No. CIV-11-986-D
AUBREY K. McCLENDON, et al., ) )
Defendants. ) :
ORDER

Before the Court is the motion to dismisofD No. 25] of Defendant Chesapeake Energy
Corporation (“Chesapeake”). Chesapeake seeksstishpursuant to Fed. R. Civ. P. 12(b)(1) and
(6), arguing Plaintiff M. Lee Arnold (“Mr. Arnal”) lacks standing to pursue this shareholder
derivative action on behalf of Chesapeake Energy Corporation (“Chesapeake”), and has failed to
allege facts sufficient to support the essential elements of a shareholder derivative claim. Mr.
Arnold has responded, and Chesapeake filed a reply.
|. Background:

Mr. Arnold, a Chesapeake shareholder, broughgittien to assert derivative claims based
on alleged violations of the federal securities laws in connection with Chesapeake’s July 2008 stock
offering. He alleges that the registration statement and related materials in connection with that
offering have material omissions. Mr. Arnold does not disputeéhtbataims in this lawsuit are
essentially the same as those asserted in a class action suit pending in thigntedrEood and
Commercial Workers’ Union v. Chesapeake Energy, eC#;09-1114-D (the “Class Action”).

Prior to the September 6, 2011 filing of tlawsuit, another Chesapeake shareholder brought

a derivative action against the Chesapeake board of directors (the “Directors”), alleging breaches
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of fiduciary duty based on the same clamsserted in the G3a Action. That actior,utzker v.
Chesapeake Energy Corp., et &81J-09-2329, is pending in the District Court of Oklahoma County.
However, the parties voluntarily stayed that case pending the outcome of the Class Action.

In its motion, Chesapeake argues Mr. Arnalckls standing to pursue the instant litigation
because he cannot show the Directors refusedelyuest that they pursue the litigation on behalf
of the corporation.

ll. Standards governing the sufficiency of allegations in a shareholder derivative action:

Chesapeake seeks dismissal pursuant to bottRE&iv. P. 12(b)(1) and 12(b)(6). Its Rule
12(b)(1) argument seeking dismissal for lackuifject matter jurisdiction is based on the contention

that Mr. Arnold lacks standing to pursue this action. As a general rule, the “proper procedural
route’ for standing challenges is a motion under rule 12(b)(Kautz v. Sugarmar2011 WL
1330676, at*3 (S.D.N.Y. Mar. 31, 20(uinpublished opinion) (quotingliance for Environmental
Renewal, Inc. v. Pyramid Crossgatd86 F.3d 82, 89 n. 6 (2d Cir. 2006)). Where standing is

challenged in a shareholder derivative action, h@wndte “case law is unclear” as to whether the

issue is analyzed under Rule 12(b)(1) or 12(b))inn v. Schafer499 F. Supp. 2d 390, 395

'Chesapeake notes that two other shareholders sepéitatbdierivative actions in the District Court
of Oklahoma County. In those lawsuibs,re Chesapeake Shareholder Litigatiddg. CJ-09-3983, and
Louisiana Municipal Police Employees’ Union v. ChesapddkeCJ-09-2870, the plaintiffs assert breaches
of fiduciary duty and related claims based on the 2008loyment compensation paid to Defendant Aubrey
K. McClendon. On November 1, 2011, these state cases were stayed pursuant to an order preliminarily
approving a settlement of both cases. Mr. Arnold rexsfdéd another derivative action, Case No. CIV-11-
985-M, which allegesnter alia, a breach of fiduciary duty in coaction with Defendant McClendon’s 2008
employment compensation. In a December 23, 2011 Order [Doc. No. 39], Mr. Arnold’s lawsuit was
consolidated with another shareholder derivaistéon also based on Mr. McClendon’s 2008 compensation,
Clem v. Aubrey K. McClendon, et &IV-11-997-M. By Order of Miah 14, 2012 [Doc. No. 43], Judge
Vicki Miles-LaGrange granted the parties’ joint nastito stay the consolidated proceedings pending the
resolution by the Oklahoma Supreme Court of an apgfaglke District Court’'s approval of the settlement
in the two state court cases. The stay of the consolidated actions remains in effect as of the date of this Order.
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(S.D.N.Y. 2007). Although the Tenth Circuit CooftAppeals has not expressly addressed this
issue, most courts appear to conclude the igbs&anding in a shareholder derivative action “can
be raised on either a Rule 12(b)(1) or a Rule 12(b)(6) moti&@ah Diego County Employees
Retirement Ass’n v. Maounig49 F. Supp. 2d 104, 125 n. 6 (S.D.N.Y. 2010) (citations omitted).
Defendants challenging standing often raisedbae in the manner utilized by Chesapeake in this
case, and assert both Rule 12(b)(1) and 12(b)(6) motidns.Winn,499 F. Supp. 2d at 395.
However, the courts generally analyze the sufficyesf the allegations according to Rule 12(b)(6)
and Rule 23.1 rather than Rule 12(b)(%ge In Re Textron, In811 F. Supp. 2d 564, 571 (D. R.I.
2011);0akland County Employees’ Retirement System v. Mas&&d;. Supp. 2d 973, 976 (N.D.
lll. 2011); San Diego County;49 F. Supp. 2d at 125 n.Bichelson v. Yos738 F. Supp. 2d 589,
595 (E.D. Pa. 2010).

Having reviewed the relevant decisions as wethagarties’ briefs in this case, the Court
concludes that the instant motion should be asalyaccording to the standards applicable to Rule
12(b)(6) and Rule 23.1.

A. Standards governing Rule 12(b)(6) motions:

To avoid dismissal pursuant to Rule 12(b)(6), a complaint “must contain enough factual
allegations ‘to state a claim to relief that is plausible on its faBelt Atlantic Corp. v. Twombly,
550 U.S. 544, 570 (2007Robbins v. Oklahom#®19 F. 3d 1242, 1247 (1€ir. 2008);VanZandt
v. Oklahoma Dept. of Human Servic€36 F. App’x 843, 846 (10Cir. 2008) (unpublished
opinion). To state a plausible afai“the Plaintiff has the burden to frame a ‘complaint with enough
factual matter (taken as true) to suggest’ that he or she is entitled to MaaZandt276 F. App’x

at 846 (quotingRobbing 519 F. 3d at 1247.) “Factual all¢igaas must be enough to raise a right



to relief above the speculative levelTwombly 550 U. S. at 555. Thus, plaintiffs must allege
sufficient facts to “nudge[ ] theclaims across the line frooonceivable to plausible.ld. at 570.

B. Standards governing application of Rule 23.1:

Assessing the sufficiency of the allegationsa shareholder derivative complaint also
requires application of the pleading requirementSed. R. Civ. P. 23.1. “Shareholder derivative
suits must satisfy both the general pleading standards of Rule 12(b)(6) and the particular
requirements set forth in Rule 23.Kautz v. Sugarmar2011 WL 1330676, at *3 (S.D.N.Y. Mar.

31, 2011) (unpublished opinion) (citittalebian v. Bery590 F.3d 195, 204 (2d Cir.2009)). Rule
23.1 prescribes the pleading requirements foraaetiolder derivative claim. Fed. R. Civ. P.
23.1(b). In addition to requiring a verified complaihi Rule dictates that certain allegations must
be included. Accordingly, the Complaint must:

1) allege that the plaintiff was a shareholdemember at the time of the transaction

complained of, or that the plaintiffghare or membership later devolved on it by

operation of law;

(2) allege that the action is not a collustvee to confer jurisdiction that the court
would otherwise lack; and

(3) state with particularity:
(A) any effort by the plaintiff to obtain the desired action from the
directors or comparable authority and, if necessary, from the
shareholders or members; and
(B) the reasons for not obtainingethction or not making the effort.
Fed. R. Civ. P. 23.1(b)(1)-(3).
“[Ulnder Federal Rule of Civil Procedure 23.plaintiff bringing a slareholders’ derivative

suit must state with particularithat the plaintiff has made a demand on the board of directors to

take the requested action or the reasons for not making the demand. Fed.R.Civ.P. R3r&(b).”



American International Groupnc. Derivative Litigation700 F. Supp. 2d 419, 430 (S.D.N.Y. 2010)
“Rule 23.1 is not satisfied by conclusatgtements or mere notice pleadiri@réhm v. Eisner746
A.2d 244, 254 (Del.2000). “Because Rule 23.1 requitieat plaintiffs make particularized
allegations, itimposes a pleading standard highertigamormal standard applicable to the analysis
of a pleading challenged under Rule 12(b)(6ln"te American International/00 F. Supp. 2d at
430 (quotingKernaghan v. Franklin2008 WL 4450268, at *3 (S.D.N.Y. Sept. 29, 2008¢k also

In re Adolor Corp. Derivative Litigatior2009 WL 1325738, at *5 (E.D. Pa. 2009) (unpublished
opinion) (Rule 23.1 “imposes a heightened plegditandard for shareholder derivative suits”).

[1l. Application:

In its motion, Chesapeake acknowledges the Complaint satisfies Rule 23.1 to the extent it
is properly verified, sufficiently alleges Mr. Arnold is a Chesapeake shareholder, and alleges the
absence of collusion to confer jurisdictio@hesapeake argues, however, that the Complaint is
deficient because it fails to state with foarlarity that Mr. Arnold made a demand upon the
Chesapeake Directors prior to filing suit, and the Directors refused to initiate the litigation he
demanded. Chesapeake further argues that Mr. Arnold’s allegations and the exhibits attached to,
and incorporated by reference in, the Complsitdw the Directors did not refuse his demand to
pursue litigation on behalf of the corporation. Chesdépe contends the exhibits show the Directors
informed Mr. Arnold that, because his proposed clanesthe same as those asserted in the Class
Action, they would determine whether to pursuensslat after certain matters were adjudicated in
the Class Action. Mr. Arnold argues the Directoesponse is equivalent to a refusal to pursue the

litigation, thus satisfying the demand prerequisite to a derivative action.



A derivative action “is a litigation device thatabies shareholders to sue on behalf of the
corporation where those in control of the compaaiyse or fail to assed claim belonging to it.”
Alabama By-Products Corp. v. Cede & G8b7 A.2d 254, 264-65 (Del. 1995) (citidgonson v.

Lewis 473 A.2d 805, 811 (Del. Super. 198dyerruled sub nom. on other grounds, Brehm v.
Eisner,746 A.2d 244, 253 (Del. 2000))There are two aspects to a derivative action: (1) an effort
by the shareholders against the corporation mapad it to sue; and (2) the underlying claim by the
corporation, asserted by shareholders on its hedgdinst those who caused the corporation legal
injury. Aronson 473 A.2d at 811.

Because a plaintiff in a derivative action is asserting a claim on behalf of the corporation,
he must establish “standing to maintain a derieagivareholder’s suit” on the corporation’s behalf.
Alabama By-Products657 A. 2d at 265. To do so, he sadirst make a demand on the
corporation’s directors to bring the suit at issaieg he must show that the directors refused his
demand. The demand requirement “affords the dire@n opportunity to exercise their reasonable
business judgment” to determine whether the imtstests of the corporation are served by the
directors’ pursuit of the litigation or by foregoingethright to sue and allowing a derivative action
to be pursuedDaily Income Fund v. FoxX64 U.S. 523, 532-33 (1984). “Wihthe board is
afforded such a reasonable opportunity to respond, a shareholder making the demand has no
standing to commence derivative litigan on the corporation’s behalfAbbey v. Computer &

Communications Technology Carg57 A. 2d 368, 371 (Del. Ch. 198Blussbacher v. Continental

*The parties agree that Oklahoma courts consider decisions of the Delaware courts persuasive
authority on issues related to the construction @Qklahoma General Corporation Act because it is based
on Delaware’s Corporations AcEee Beard v. Lové/3 P.3d 796, 802 (Okla. Civ. App. 2007).
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lllinois Bank & Trust Cq.518 F.2d 873 (7th Cir.197%ert. denied42 U.S. 928 (1976Mills v.
Esmarkinc., 91 F.R.D. 70 (N.D. 1l.1981)iegal v. Merrick84 F.R.D. 106 (S.D.N.Y.1979)).

“The demand requirements of Rule 23.1 are predicated on the application of the business
judgment rule in the context of a board’s exeroisés managerial power over a derivative claim.”

In re Price/Costco Shareholder Litigatioh995 WL 786631, at *3 (W.D. Wash. Oct. 30, 1995)
(unpublished opinion) (citingLevinev. Smith 591 A.2d 194, 205 (Del. 1991)). “The business
judgment rule is ‘a presumption that in makagusiness decision, not involving self-interest, the
directors of a corporation acted on an informesidyan good faith and in the honest belief that the
action taken was in the best interests of the compalaly (uotingSpiegel v. Buntrogb71 A.2d
767, 774 (Del. 1990)). “If a board’s decision caralteibuted to any rational business purpose, a
court will not substitute its judgemt for that of the boardlh re Price/Costco1995 WL 786631,

at* 3 (citingLevine 591 A.2d at 207).

In this case, Mr. Arnold alleges that hedaalemand on the Chesapeake Directors and that
they refused to take action. Complaint at 7 1@&-131. In support of this allegation, he attaches
to the Complaint correspondence between his attorney and the Dife€@oraplaint, Exs. 1-10.
Exhibit 1 is a March 20, 2009 letter from Mr. Ardd attorney making demand that the Directors
file suit on behalf of the corpdran to assert the claims raised in the February 26, 2009 class action

lawsuit based on alleged material omissionseniiily 2008 stock offering. Exhibit 2 is an undated

Because the exhibits are expressly referenceéhandporated in the Complaint and constitute an
integral part of Mr. Arnold’s allegations, they maydmnsidered in the Court’s ruling on the motion without
the need to convert it to a motion for summary judgméivarado v. KOB-TV, L.L.C493 F.3d 1210,
1215-1216 (19 Cir.2007). GFF Corp. v. Associated Wholesale Groget80 F.3d 1381, 1384 (10th
Cir.1997).



letter from Jennifer M. Grigsby, Senior ViceeBrdent, Treasure and Corporate Secretary of
Chesapeake. Ms. Grigsby acknowledges receigrofirnold’s March 20 letter and advises it has
been transmitted to the Directors for consideration.

Exhibit 3 to the Complaint ia July 24, 2009 letter fromulr. Arnold’s attorney to Ms.
Grigsby in which he acknowledges receipt of h#elebut states the Directors have not responded
to his demand. In addition, Mr. Arnold’s attorreesserts a new demand upon the Directors that they
initiate litigation regarding Mr. McClendon’s 2008 compensation increase and related matters.

Ms. Grigsby’s August 11, 2009 response is submitted as Exhibit 4. She acknowledges
receipt of the July 24 letter and advises that the Directors consider@andlid’s first demand at
their June meeting. She states that the Direclecided at that time to postpone a decision on Mr.
Arnold’s demand until receipt of a ruling in the pending motion to dismiss the Class Action suit.

Exhibit 5 to the Complaint is a Novemtdgt, 2009 letter from Ms. Grigsby to Mr. Arnold’s
attorney in which she notes the Class Action sudtlieen transferred from the Southern District of
New York to this Court, and tterates the Directors’ determination to defer a decision on Mr.
Arnold’s demand for litigation until receipt of aling on the motion to dismiss the Class Action.
She also advises the Directors considereddvirold’s subsequent demand for litigation regarding
Mr. McClendon’s 2008 compensation and states t@ieg decided to defer a decision on that
demand. Ms. Grigsby notes that the Directors ag@wf the statute of limitations with regard to
these issues, and states that, if necessary, tolling agreements will be provided.

In the December 2, 2009 letter submitted as &kBi Mr. Arnold’s attorney replied to Ms.
Grigsby, acknowledging receipt of her August and November letters. He reiterated Mr. Arnold’s

initial demand for litigation, expressed disagreementthigiDirectors’ view that they should defer



action until a ruling on the pending motion to disntissClass Action, and st his view that the
Directors’ position of “neutrality” could be seas tacit approval of Mr. Arnold’s right to pursue
a derivative action. He also asked for detail regarding the possibility of tolling agreements.

Exhibit 7 to the Complaint is Ms. Grigsby’s April 15, 2010 letter advising the motion to
dismiss the Class Action case had been deniedndigating the Directa anticipated an appeal
of that ruling, and decided to await an appellate decision before considering pursuit of litigation.

Exhibit 8 is a September 15, 2010 letter to Msg&lyy from Mr. Arnold’s attorney in which
he noted the denial of the motion to dismiss @lass Action lawsuit, and requested a “prompt
response” from the directors to Mr. Arnold’stial demand request. Counsel sought a decision by
September 24, 2010.

Ms. Grigshy’s September 15 response is submasdekhibit 9. She states counsel’s request
has been forwarded to the Directors for consitien at their September 23, 2010 meeting. Exhibit
10 to the Complaint is an October 13, 2010 letter from Ms. Grigsby to Mr. Arnold’s attorney
advising the Directors voted at their Septen#tiemeeting to defer action on Mr. Arnold’s demand
pending the resolution of the Class Action lawsWts. Grigsby also states there are no current
statute of limitations issues, and no need to consider tolling agreements at that time.

In the Complaint, Mr. Arnold alleges facts summarizing the foregoing communications.
Complaint 1 105-117. He also alleges that it agtbarDirectors did not conduct an investigation
of the allegations he detailed in his demand letter, despite the passage of 29 months prior to the filing
of the Complaint.ld. at 1Y 123-124; 131.

Mr. Arnold alleges in detail that the Directors’ response to his initial demand constitute a

tacit refusal to pursue the litigation he requestedalléges in detail contentions that the Directors’



failure to take action constitutes approval of his intent to pursue litigation on behalf of Chesapeake
or a waiver of its right to pursue the litigation. Complaint at 9 130-132.

The Court concludes that Mr. Arnold’s detailed allegations are sufficient to satisfy the
particularized pleading requirements of Rule 28ith regard to his demand that the Directors
initiate litigation to assert the claims he enumerates in the Complaint. In its motion, Chesapeake
argues that the Directors’ response to Mr. Arnold’s demand constitute a reasonable response and
exercise of the business judgment rule, which must be accepted by the Court in deference to the
corporation’s right to manage its own affai&ee, e.g., LevinB91 A. 2d at 205. Chesapeake then
argues that, as a result, its response to Mr. Arnold cannot be construed as a refusal to pursue the
litigation he demanded. Mr. Arnold responds thedgorate board of directors’ failure to timely
respond or its delayed response can be construed as a refusal.

Both parties cite decisions which appear to support these contrary arguments. The Court’s
initial focus must be whether Mr. Arnold’s Complaint satisfies the applicable pleading standards.
The Court concludes that it does. Regardinggi@ication of the business judgment rule, having
reviewed the relevant decisions, the Court cathes that the sufficiency of Chesapeake’s response
to Mr. Arnold’s demand constitutes a factual questhich cannot properly be resolved in a motion
to dismiss. While Chesapeake is correct in its explanation of the business judgment rule, the
application of the rule in this case does not seasly dictate dismissal of the Complaint. The
guestion raised is whether the Directors’ actions in response to Mr. Arnold’s letter amount to a
refusal of his demand. The Court finds that Heggations are sufficient to create a factual dispute

regarding that issue. While the Court may udtiety conclude that the Directors’ response is
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sufficient and this action cannot be pursuedv@giiely, it cannot make that determination on the
basis of the pleadings before it at this time.

V. Conclusion:

For the foregoing reasons, the motion to denfiDoc. No. 25] is DRIED. Chesapeake is
directed to file its answer to the Complaint within the time period prescribed by the Federal Rules
of Civil Procedure.

IT IS SO ORDERED this 28day of September, 2012.

L 0. ik

TIMOTHY D. DEGIUSTI
UNITED STATES DISTRICT JUDGE
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