
Introduction to Overall Approach 

There appear to be two points on which you are focused.  The first is the size of the program. 
The program is a contract between Mr. McClendon and Chesapeake that has existed since 1993 
and was approved by the shareholders in 2005 by a wide margin. The Company does not have 
the unilateral right to terminate the program until 2015, as expressly approved by the 
shareholders in 2005. The program has grown over the years as Chesapeake has grown, but the 
basic structure has remained the same – Mr. McClendon purchases the same 2.5% working 
interest in every well in which the Company participates and has to pay his share of the costs for 
each well based on a clear procedure approved by the shareholders and overseen by the Board of 
Directors. While the size of the program has grown as CHK has grown, the risk to Mr. 
McClendon has not increased materially because the property base has been built up over two 
decades and there is significant diversity built into the FWPP because the interest acquired is a 
relatively small interest in a large group of wells. Thus, any individual well is immaterial to the 
Company and to Mr. McClendon. Even though the program has grown, the FWPP still 
effectively aligns Mr. McClendon’s interests with the interests of Chesapeake’s shareholders 
during any period that Mr. McClendon participates in the FWPP.  

The second point you focus on is potential conflicts of interest, which in most of your queries is 
a nebulous unspecified issue that is proposed to be solved by unspecified disclosure.  The FWPP 
is clearly a related party transaction and every year the Company makes extensive disclosure in 
the proxy, including amounts expended and the detail on how the FWPP works. We do not 
believe any conflicts of interest exist, but if any arise there are numerous mechanisms to 
counteract any such conflict, including the following: 

1. Mr. McClendon has to participate in every well the Company drills (subject to certain de-
minimis interests) and pays for the cost of the wells in accordance with the shareholder approved 
procedure. 

2. The Board of Directors oversees the administration of the program through a reporting 
process developed over two decades, and the specific program level details are disclosed to the 
shareholders annually in the proxy. 

3. There are numerous third-party participants in the Company’s wells, including some of 
the largest energy companies in the world, that monitor the actions of the Company through a 
number of processes, including well audits, reporting, governmental filings and hearings, 
participation in development plans and marketing of production. In fact, in most of the 
Company’s current plays there is a sophisticated and large international joint venture partner 
with full time representatives on the Company’s premises that monitor every process and action. 

4. The Company drills over 2,000 wells each year, which requires multiple teams of 
employees (over 13,000 corporately at present) and numerous complex planning processes, all of 
which minimizes the ability of any one person to influence actions on any single well or any 
large development program due to the inherent business realities, contract requirements, joint 
venture requirements, government requirements, reporting obligations, and the mechanical issues 
and lead times surrounding such development projects. 
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The FWPP clearly aligns Mr. McClendon’s interest with the Company’s, while the business 
processes and the foregoing guard against any conflicts of interest arising. 

Your other underlying theme in the conflict of interest category is that somehow the loans 
increase some risk that you perceive of possible conflicts of interest. The mechanisms discussed 
above avoid any conflicts of interest in the FWPP, and we do not believe Mr. McClendon’s 
financing arrangements have created or increased any risk to the Company over the life of the 
FWPP. Loans secured by oil and gas assets are commonplace in the industry and have been 
employed by Chesapeake corporately during its entire 23 year existence and by Mr. McClendon 
during the 20 years the FWPP has been in existence, thus increasing the alignment of interests 
between Mr. McClendon and the Company because both have loans and pay interest on the 
capital provided through such loans. Moreover, the lending market is transparent, with both 
lenders and borrowers possessing detailed knowledge of available and actual terms. Most loans 
of any size are funded through large syndicates of multiple lenders (in fact, CHK has 34 lenders 
in its various credit facilities), so there is limited ability of lenders or borrowers not meeting 
market terms due to the various duties and obligations that exist in the many inter-relationships. 
Lastly, given the small interest held by Mr. McClendon and the number of other owners in the 
Company’s wells, in any default, his lenders are practically limited to obtaining title to the Mr. 
McClendon’s oil and gas interests under the FWPP and then seeking recovery of any residual 
liability from the borrowers. As a result, it is reasonable to conclude the loans do not create, 
increase or exacerbate any risks in the FWPP. 

Questions 

1. More than a dozen academics, attorneys, Wall Street analysts and corporate governance 
experts who have reviewed the loan agreements say that the mere existence of as much as $1.1 
billion in loans taken out by Mr McClendon against his share of the company’s wells raises the 
potential for conflict of interest in multiple ways. As a result, they say the loans should be 
disclosed in more detail than is currently provided by the references to “financing transactions” 
in the annual proxy. What is Chesapeake’s response to this view? 

The question is improper on a number of levels. First, it does not specify the supposed conflict of 
interests nor does it include any analysis that reflects the information reviewed by the speaker, 
the information the speaker considered important, the speaker’s experience in the oil and gas 
industry or what assumptions were made by the speaker. Thus, one cannot tell if the conclusion 
was based on a short email with a leading narrative (as we have seen from your emails that have 
been provided to us), incomplete information or a thorough review of the pertinent information. 
Second, the concept of an “expert” is that the individual’s reputation and training supports a 
conclusion that the person’s opinion on a given topic is worthy of respect. That is inconsistent 
with hiding one’s identity, analysis or bias. Third, disclosure is an intricate regulatory scheme of 
multiple laws and rules that can be made unworkable by adding multiple disclosures of 
transaction details just because a small group of shareholders might think it is helpful. This is 
exacerbated where there are multiple small groups, each with their own special data request to fit 
their own special agendas. 

Notwithstanding the foregoing, we believe that there are no conflicts of interest arising from the 
“mere existence of the loans.” Loans secured by oil and properties are standard in the industry, 
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and even Chesapeake has substantial loans and obligations that are secured or supported by oil 
and properties.  As a result we do not believe the “mere existence of the loans” changes Mr. 
McClendon’s alignment with the Company. 

2. A leading corporate governance scholar at a major university who reviewed the loan 
documents said, “As a shareholder, you would want to know about these loans and probably 
some of the terms” because of their size and scope. What is Chesapeake’s response to this 
comment? 

This quote is duplicative of question number 1 and suffers from the same defects. Accordingly, 
we disagree. A simple desire to know is not the standard for determining whether a disclosure is 
necessary. There are many things that shareholders might want to know for many reasons (some 
based on their interests as shareholders and others based on interests unrelated to their interests 
as shareholders), but that does not mean the Company should disclose the information. The 
hurdle to disclose information is higher if it concerns confidential information about an 
individual.  We disclosed that Mr. McClendon pledged his oil and gas interests as collateral in 
financial transactions, which we believe is sufficient based on the information reasonably 
available to the Company. As we have indicated, Martha Stewart’s company was not required to 
disclose information about her personal activities and finances in the recent and authoritative 
case (Beam v. Stewart) directly on point. Here is the link to that case. 
http://scholar.google.com/scholar_case?case=17647245391824322549&hl=en&as_sdt=2&as_vis=1&oi=
scholarr 

3.  A veteran oil and gas industry analyst whose firm owns shares of Chesapeake and who 
reviewed the loans documents, said, “While recognizing (McClendon’s) right to privacy, the 
more information the company releases to shareholders the better – particularly when it’s 
such a large amount of money and related to the oil and gas business.” What is 
Chesapeake’s response to this comment? 

This quote is duplicative of questions 1 and 2 and suffers from the same defects, if not more so. 
The statement that the more information the Company releases to the shareholders the better is 
not a standard for disclosure since it does not require that the information be relevant or material. 
As discussed above, there is substantial existing disclosure regarding the FWPP, and the fact that 
the loans are large or related to the oil and gas business does not change the conclusion or 
provide a compelling reason for violating Mr. McClendon’s personal privacy. 

Some examples of specific comments from academics, attorneys, analysts and governance 
experts about potential conflicts of interest which create the need for more disclosure of the 
loans:  

4.  Mr. McClendon’s lenders include companies which have other large investments in the 
oil and gas industry, such as EIG. Indeed, EIG also has a major investment in Chesapeake’s 
CHK Utica LLC – specific comment example: “I think the company should disclose this 
information. One reason is that the CEO is taking out loans from at least one entity, EIG, 
which recently provided financing to Chesapeake. In the same way that investors want to 
know the counterparty to significant Chesapeake transactions, they would want to know if 
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one of those firms has significant private dealings with the CEO.”  What is Chesapeake’s 
response to this comment? 

We disagree. The number of financial institutions making oil and gas loans is a finite group and 
virtually all (if not all) have a lending or other economic relationship with Chesapeake. Thus, it 
is not surprising that financial institutions have relationship with both Mr. McClendon and 
Chesapeake. Although there may be some theoretical possibility of a conflict of interest between 
Chesapeake and a senior officer based on both parties doing business with the same entity, such 
a situation does not require disclosure absent a related party transaction between the officer and 
the Company combined with some actual conflict of interest. In addition, as discussed above, 
there are numerous barriers in place with respect to the FWPP that significantly minimize the 
possibility that a conflict of interest exists or develops into a potential conflict of interest (let 
alone an actual conflict of interest). Likewise, lending institutions have numerous checks and 
balances with regard to their potential conflicts of interest. 

5. Mr. McClendon’s focus on running Chesapeake could be impacted by such a large debt 
load – specific comment example: “From a corporate governance standpoint, the existence of the 
loans would seem to suggest potential conflicts of interest for McClendon as an individual and 
his activities as a CEO whose primary goal should be making money for shareholders.” What is 
Chesapeake’s response to this comment? 

We disagree. Again there is no real analysis regarding the potential conflict of interests, just a 
general conclusion that there may be some. As indicated above, lending arrangements permeate 
the oil and gas industry and their existence does not create conflict of interests.  As to the last 
conclusory statement, the key to profiting in the exploration and production business is to 
balance oil and gas prices with costs of development and geologic success (or failure).  Since Mr. 
McClendon is participating in all of Chesapeake’s wells on a consistent basis, he is more 
incentivized to correctly balance those three variables so as to create value for Chesapeake (as 
well as himself).  A CEO whose compensation is based on production growth may not be 
concerned about the cost to obtain that production or the resulting profit to the Company. Given 
Mr. McClendon’s participation in each of the wells under the FWPP and the alignment of 
interests under the FWPP between Chesapeake and Mr. McClendon, any such conflict of interest 
is less than remote. That is the overall benefit from the alignment created by the FWPP and it is 
the major reason why the program was put in place 23 years ago and has been consistently 
supported by a large majority of our shareholders ever since. 

6. Such a large debt load raises questions about whether Mr. McClendon has financial 
problems that shareholders should know about and/or which could influence his decision-making 
in general – specific comment examples: “If Mr. McClendon has $1 billion in debt through 
his own companies in the same industry as Chesapeake, he has a high degree of risk for 
conflict of interest, as in, who’s interest will he look out for – his own or Chesapeake’s?” 
“Is the CEO taking out these large loans because he’s facing financial issues? And will that 
have any impact on his ability to run the company?” What is Chesapeake’s response to these 
comments? 

As the Martha Stewart and other cases make clear, Chesapeake is not required to monitor, obtain 
or disclose personal financial information with respect to its officers and directors. The fact that 
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Mr. McClendon’s lenders have extended credit against his personal oil and gas assets despite the 
lowest natural gas prices in a decade is a strong indication of the value of such assets. The 
touchstone of the conflict of interest analysis is whether the circumstances provide Mr. 
McClendon with significant incentives and opportunities to cause Chesapeake to take actions 
that benefit his personal interests at the expense of the interests of the Company. This question 
and the others like it don’t provide any analysis, but declare nebulous conflicts without any 
specificity. As indicated above, the FWPP and the loans align Mr. McClendon’s interest to those 
of the Company and there exist numerous controls, structures and systems that minimize the risk 
and detriment to the Company from any possible conflicts of interest.  

7. Mr. McClendon could direct the company to make decisions which would benefit him, 
but which might not be in the company’s best interest or cost the company – specific comment 
example: “McClendon could someday find himself in a situation that requires him to act on 
behalf of the (lenders) but hurt Chesapeake’s investors and creditors," “The reason the 
loans are or could be a conflict of interest is that the CEO, who is a participant in the 
FWPP program, is also a decision-maker in how and when Chesapeake allocates capital 
expenditures. If he led Chesapeake to increase its debt leverage for the purpose of drilling 
wells, Chesapeake would benefit and he would benefit. But Chesapeake has to pay the debt 
interest costs; McClendon does not.” What is Chesapeake’s response to these comments? 

Not only does this question make vague and ambiguous allegations that Mr. McClendon might 
do something wrong without specifying what that might be, it ends up contradicting the central 
thesis of every one of your questions by asserting either that Mr. McClendon does not have any 
debt or that his lenders don’t charge interest.  Moreover, you allege that Mr. McClendon has 
increased Chesapeake’s leverage or misallocated capital.  Those are inconsistent with the 
Company’s behavior based on the Company’s swift rise to the top of the U.S. E&P industry, its 
25/25 debt reduction plan, the actual reduction in absolute debt and relative debt per mcf during 
this period of low gas prices and the progress made in reducing gas drilling while increasing 
liquids production. All of those efforts were championed by Mr. McClendon because they were 
the correct courses of action for the Company. 

8. Chesapeake says that the FWPP aligns Mr. McClendon’s interests with those of the 
company and provides “superior corporate governance.” Veteran Wall Street and corporate 
governance experts say that the loans taken out by Mr. McClendon to fund the cost of production 
for his working interests mean he is no longer at risk in the same way as if he funded the cost of 
production from his personal funds. In addition, TCW and EIG are raising additional money 
from public pension funds and private investors to offset the loan risks. Specific comment 
example: “If he hasn’t had to put up any of how own money, how is that alignment?” What 
is Chesapeake’s response to this comment? 

The foregoing statements are at best misleading. To contend that any oil and gas company that 
uses leverage is no longer exposed to the risk of developing oil and gas assets is inconsistent 
with economic reality. Based on your prior statements Mr. McClendon has granted liens on his 
oil and gas assets the same as Chesapeake and they are both exposed to the significant risk of the 
oil and gas business.  EIG (TCW is no longer involved in oil and gas lending) is in the business 
of sponsoring funds to invest in the energy business through various means and so are required to 
raise funds from third parties. As indicated above, the fact that Mr. McClendon participates in 
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the Company’s wells, pays the costs of those wells and is exposed to the risks inherent in 
Chesapeake’s oil and gas business aligns his interests with the Company and the use of leverage 
does not change that result. 

9. A veteran Wall Street analyst who reviewed the loan documents and the company’s 
proxy disclosures regarding the FWPP and Mr. McClendon’s net after capital expenditures, said, 
“If they are showing that kind of negative cash flow, the wells don’t have value.” But given 
that McClendon has borrowed more than $1 billion based on the value of his well stakes, he said, 
“I really don’t think (the company’s disclosures) tell me much.” What is Chesapeake 
response to this view? 

The foregoing does not appear to criticize the loans, but attempts to use the loans as a segue to 
question the value of the wells in which Mr. McClendon participated under the FWPP. There is 
significant disclosure in the proxy regarding costs and cash flow with respect to the interests 
acquired by Mr. McClendon under the FWPP, so the foregoing conclusion is not supported by 
the facts.  As disclosed in the proxy, Mr. McClendon’s negative cash flow is attributable to the 
fact that for the past 23 years the number of wells and resulting capital expenditures under the 
Company’s drilling program have increased virtually each year while the capital costs of drilling 
wells are front end loaded. As a result, the cash flows from Mr. McClendon’s participation in the 
FWPP have to date been negative. This information is fully disclosed in the annual proxies that 
have been filed by the Company, so there is significant and useful disclosure by the Company on 
this issue. 

10. Chesapeake cited a decision in Beam v. Stewart, apparently as a response to why the 
Chesapeake Board has no duty to monitor Mr. McClendon’s private transactions. Is that correct? 
A veteran corporate governance expert and academic said this about the Beam v. Stewart 
decision. Chesapeake is “splitting hairs … Boards always monitor the personal affairs of a CEO. 
A board is always expected to be aware of all facets of an executive’s life that relates to the 
executive’s performance. To suggest a CEO’s life outside the confines of the office is off the 
radar screens for boards is a very technical reading of the opinion.” He cited the example of 
“moral turpitude” clauses in CEO’s employment contracts. “How are you going to find out if 
there is moral turpitude if you don’t monitor the CEO’s behavior?” he said. What is Chesapeake 
response to this view? 

Boards of directors don’t “always” monitor the personal affairs of every CEO or officer and to 
contend that a “board is always expected to be aware of all facets of an executive’s life that 
relates to the executive’s performance” is neither practical nor appropriate. The Beam v. Stewart 
case (a copy of which is attached for your convenience) unequivocally holds that boards of 
directors do not have a “duty to monitor the personal or financial affairs” of an officer or director 
– no matter how closely identified the individual is with the company. The opinion also 
emphasizes the obvious fact that “it is neither legitimate nor feasible” to impose such an 
obligation on boards of directors. The existence of moral turpitude clauses in employment 
agreements obviously does not impose any such duty, but instead is intended to provide the 
company with a remedy in the event an officer engages in morally offensive conduct and the 
board determines it is appropriate to take action.  To use the red herring of moral turpitude as an 
example appears to be an effort to cast Mr. McClendon in a false light, when he merely 
participated in a program approved by the shareholders and monitored by the Board of Directors 
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that specifically permits the incurrence of debt and the mortgaging of assets acquired under the 
program.  

11. Chesapeake says it has a first lien on production, equipment and leases in the event that 
Mr. McClendon defaults, which are superior to his lenders’ rights. Can you please provide the 
documents which lay out Chesapeake’s first lien rights and their superiority to Mr. McClendon’s 
lenders? 

A full explanation of the rights of an operator on a payment default by a non-operator is too 
complicated to fully explain here. However, in short, Mr. McClendon is required by the FWPP to 
pay all joint interest billings immediately on receipt. The Model Form Operating Agreement (a 
copy of which is attached) has been used for virtually every well drilled in the country since 
1954 and Article VII grants the operator a lien and mortgage on the non-operator’s interest in the 
well to secure the non-operator’s obligations.  Chesapeake files of record a Ratification and 
Memorandum of Joint Operating Agreement (an example of which is attached) for each well 
which includes grant and perfection language for the lien. The lenders are aware of and consent 
to this prior lien, and each assignment to Mr. McClendon specifically references the Joint 
Operating Agreement (an example is attached).  In addition, state law provides for a number of 
protections and liens for operators that are in addition to the rights under the Joint Operating 
Agreement. 

12. EIG is a major investor in Chesapeake’s CHK Utica LLC. It is also a major lender to Mr. 
McClendon. Does Chesapeake believe Mr. McClendon’s loans, at least from EIG, should be 
disclosed in more detail given the business relationship between EIG and Chesapeake? 

This question is duplicative and has previously been answered. As you pointed out, EIG is not 
the only lender in the group providing loans to Mr. McClendon nor is EIG the only participant in 
the transaction with Chesapeake.  For the reasons stated above and the existence of multiple 
parties in each transaction, we do not believe disclosure is necessary or appropriate. 

13. In its initial response, Chesapeake said that Mr. McClendon’s interests in “other related 
assets” pledged as collateral for the loans, such as business data and hedging are not connected to 
the “company’s related assets. The loan agreements show Mr. McClendon has also pledged his 
interests in the wells’ “geological, engineering, accounting, title, legal and other technical or 
business data,” “intellectual property, “software” and other items as collateral. How are Mr. 
McClendon’s interests and Chesapeake’s interest in these elements of collateral divided? 

Mr. McClendon, like all other non-operators, creates certain intangible property as part of the 
process (examples would be his accounting records and production marketing contracts) and 
receives from the operator certain intangible personal property (examples would be logs, seismic 
data and drilling reports) because the non-operator paid a proportionate share of the cost to create 
the asset.  Mr. McClendon is treated like all other working interest owners in each well, as 
required by the terms of the FWPP.  As a practical matter, these issues are present in every non-
operator loan and the application is generally clear and not subject to dispute between the 
operator on the one hand and the non-operator or the lender on the other hand. Since Chesapeake 
is not a party to the loan documents, the liens and provisions do not reach Chesapeake’s 
intangible assets. 
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14. Please expand upon why Chesapeake believes that two references to “financing 
transactions” in the annual proxy, including one included in a section titled “Engineering 
Support,” makes Mr. McClendon’s loans “well disclosed,” as the company said in its initial 
response. 

The Company carefully prepares all of its disclosures and as part of the process confers with 
multiple legal counsel, accountants and professionals. The Company has reported that Mr. 
McClendon has the ability to transfer, mortgage, sell and take the actions any other non-operator 
can take once the FWPP interests are assigned because he has paid for those interests. The 
Company does not monitor Mr. McClendon’s actions with respect to the FWPP interests once 
they are assigned, but discloses the related party transaction with respect to the engineering 
services provided in connection with the loans. The reader of the proxy and other materials filed 
with the SEC would discover that Mr. McClendon had entered into financing transactions, but 
not the extent or terms of the loans. As indicated above, we believe the disclosures made by the 
Company have been appropriate under the circumstances, particularly since the disclosure of the 
loans is not required in any event. 

15. Chesapeake’s 8K from January 2009 states that the $75 million bonus awarded by the 
Board to Mr. McClendon in 2008 was “a net credit against future billings from the Company for 
well costs owned by Mr. McClendon.” In other words, the bonus’ purpose was to help Mr. 
McClendon pay for well costs associated with FWPP grants. Is this correct? 

No, the Form 8-K describes the reasons for the bonus and then outlines the form of the bonus. 
The two concepts in the Form 8-K are different and your question confuses the two – the Board 
of Directors decided to grant the bonus for the reasons described and then separately decided 
how the bonus would be paid.  The portion of the Form 8-K that describes the form of the bonus 
also discloses claw back provisions, the freeze on salaries and bonuses for five years and the in-
kind nature of the bonus, all of which were material terms associated with the bonus that limited 
the use of the funds. Limiting the use of the funds to the payment of joint interest billings was 
merely one of many restrictions that decreased the value of the bonus and improved the 
alignment of interests between the Company and Mr. McClendon. 

 


