INTHE UNITED STATESDISTRICT COURT
FOR THE SOUTHERN DISTRICT OF WEST VIRGINIA

CHARLESTON DIVISION
PHILLIP R. ARLIA, on behalf of
MASSEY ENERGY COMPANY,
Paintiffs,
V. CIVIL ACTION NO. 2:02-1111
DON L. BLANKENSHIP, et al.,

Defendants.

MEMORANDUM OPINION AND ORDER

Pending is the plaintiff’s motion to remand to state court and for attorney’s fees and costs
related to that motion [Docket 24]. For the following reasons, the court GRANT S the motion to
remand and REMANDS the case to state court. The court DENIES the motion for costs and
attorney’ s fees.

l. Background

Phillip Arlia, the plaintiff, filed a shareholder derivative suit in the Circuit Court of Boone
County, West Virginia, against members of the board of directorsand certain officers of the Massey
Energy Corporation. Essentially, the complaint alleges that Massey’ s board members and certain
officers have breached their fiduciary duties to the corporation, misappropriated corporate
information, and wasted corporate assets by: (1) causing Massey to violate state and federal
environmental laws, (2) causing Massey to engageinillegal employment practices; and (3) enabling

andfailingto prevent “ corporateinsiders’ from trading oninsider information and failing to recover



any insider gains. The defendantsremoved the caseto federal district court, arguing that theinsider
trading counts in effect constitute federal securitieslaw claims. Specifically, the defendants argue
that the claimsrelating to insider trading are completely preempted and removable under the terms
of the Securities Litigation Uniform Standards Act of 1998 (SLUSA), 15 U.S.C. § 78bb. Assuch,
the defendants argue that this court has origina jurisdiction over thosefederal securitieslaw clams
and supplemental jurisdiction over the remaining state law breach of fiduciary duty claim. The
plaintiff filed amotion to remand the case to state court as well asamotion for costs and attorney’ s
feesrelated to that motion.
. Discussion

In 1995, Congress passed the Private SecuritiesLitigation Reform Act of 1995 (PSLRA), 15
U.S.C. § 78u-4, which, among other things, imposed heightened pleading requirementson plaintiffs
pursuing securities fraud class actions. For example, the statute requires any plaintiff who alleges
that a defendant “made an untrue statement of a material fact” in connection with a securities sale
to “ specify each statement all eged to have been misleading, the reason or reasons why the statement
ismisleading, and, if an allegation regarding the statement or omission is made on information and
belief, the complaint shall statewith particularity all factsonwhichthat belief isformed.” 15U.S.C.
8 78u-4(b)(1) (West 2002). The PSLRA *“was intended to prevent ‘strike suits — meritless class
actionsthat allegefraud in the sale of securities. See H.R. Conf. Rep. No. 105-803 (1998). Because
of the expense of defending such suits, issuers were often forced to settle, regardless of the merits
of the action. See H.R. Conf. Rep. No. 104-369 (1995).” Lander v. Hartford Life & Annuity Ins.

Co., 251 F.3d 101, 107 (2d Cir. 2001).



After the enactment of the PSLRA, however, “anumber of securities class action lawsuits
. . . shifted from Federa to State courts . . . [and] this shift has prevented that Act from fully
achieving its objectives.” H.R. Conf. Rep. No. 105-803 § 2 (1998) (Congressional findings).
Accordingly, “inorder to prevent certain State private securities class action lawsuits aleging fraud
from being used to frustrate the objectives of the Private SecuritiesLitigation Reform Act of 1995,”
Congress passed the Securities Litigation Uniform Standards Act in an attempt to “enact national
standardsfor securities class action lawsuitsinvol ving nationally traded securities, while preserving
the appropriate enforcement powers of State securities regulators and not changing the current
treatment of individual lawsuits.” 1d. In order to achieve these goals, SLUSA preempts and
provides for the removal of certain securities class actions filed in state court. Specificaly, the
statute provides that:

(2) Class action limitations

No covered class action based upon the statutory or common law of any State or subdivision
thereof may be maintained in any State or Federal court by any private party alleging--

(A) a misrepresentation or omission of a material fact in connection with the
purchase or sale of a covered security; or

(B) that the defendant used or employed any manipulative or deceptive device or
contrivance in connection with the purchase or sale of a covered security.

(2) Removal of covered class actions
Any covered class action brought in any State court involving acovered security, asset forth
in paragraph (1), shall be removableto the Federal district court for the district in which the
action is pending, and shall be subject to paragraph (1).

15 U.S.C. § 78bb(f)(1)-(2) (West 2002). The term “covered class action” basically includes

securities fraud lawsuits in which damages are sought on behalf of more than fifty persons and that



predominately involve common questions of fact or law. 1d. 8 78bb(f)(5)(B). The statute explicitly
exceptsshareholder derivativessuits. It providesthat [ n] otwithstanding subparagraph (B), theterm
‘covered class action’ does not include an exclusively derivative action brought by one or more
shareholders on behalf of a corporation.” Id. § 78bb(f)(5)(C).

In the motion to remand, Mr. Arlia argues that because this lawsuit is solely a shareholder
derivative action, the suit is not a“covered class action” under the terms of SLUSA and therefore
isneither preempted nor removabl e, regardl ess of whether the underlying claimsinvolveallegations
of “amisrepresentation or omission of a material fact in connection with the purchase or sale of a
covered security.” 1d. 8 78bb(f)(1)(A). Whilethe plain language of the statute would seem to make
thisargument self-evidently correct, the defendants nonethel esslabor mightily to persuade the court
that this caseisindeed a covered class action subject to preemption and removal.

The defendants open their brief with language from the legidative history of SLUSA
expressing “the Committee’ s intent that the bill be interpreted broadly to reach mass actions and
other procedural devicesthat might be used to circumvent the class action definition.” S. Rep. No.
105-182, at 8 (1998). While the plaintiff has attempted to frame his action as a shareholder
derivative suit, the defendants argue, it isin fact asecuritiesfraud class action. The defendantsurge
the court to look behind the plaintiff’ s characterization of the complaint and to recognize what they
contend is its true nature.

The defendants’ argument that Arlia’s claim is essentially an insider trading class action
rather than a shareholder derivative suit runs as follows. The second and third counts of the
complaint, alleging misappropriation of information and waste of assets, contain allegations that

certain Massey defendants knew proprietary non-public information suggesting an impending drop
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in Massey stock and sold Massey shares prior to the public disclosure of that information. The
complaint construes this alleged conduct as misappropriation of company information, and claims
that “since the use of the Company’s proprietary information constitutes a breach of the
[defendants'] fiduciary duties, the Company is entitled to the imposition of a constructive trust in
favor of Massey on any profitsthese defendants obtained thereby.” (Compl. 1135.) Thecomplaint
also contains allegations suggesting that the use of such alleged insider information constitutes a
waste of corporate assets. (Compl. 11 137-38.) According to the defendants, insider trading does
not constitute either misappropriation of information or awaste of corporate assets. Even accepting
thefactual allegations, they argue, insider trading harmsindividual shareholders, not the corporation,
and such conduct is thus not actionable in a shareholder derivative suit.

Courts have recognized that insider trading typically harms shareholders and perhaps other
participants in the securities market, but not the corporation itself. See Freeman v. Decio, 584 F.2d
186, 194 (7th Cir. 1978) (“1t must be conceded that the unfairnessthat isthe basis of the widespread
disapproval of insider trading isborne primarily by participantsin the securities markets, rather than
by the corporation itself.”). For example, in this case the plaintiff has alleged that the corporate
insiders sold Massey stock before the public disclosure of information that they knew would lower
the value of that stock. Evenif true, this caused no harm to the corporation — the stock went down
because of negative information about the company’ s performance, not because the insiders traded

on that information. The unfairnessis to the other holders of Massey stock — the insiders had the



opportunity to unload their stock at atime when the market valued that stock more than it did after
the information had become public.!

Becausederivativesuitsare brought on behalf of the corporation, not individual shareholders,
“the traditional common law approach . . . [is] that a corporate insider did not ordinarily violate his
fiduciary duty to the corporation by dealing in the corporation’ s stock, unless the corporation was
thereby harmed.” Freeman, 584 F.2d at 191-92. Nonetheless, in Diamond v. Oreamuno, 248 N.E.2d
910 (N.Y. 1969), the New Y ork Court of Appealsrecognized such aderivative cause of action. The
court noted the defendants’ position that “athough it is admittedly wrong for an officer or director
to use his position to obtain trading profits for himself in the stock of his corporation, the action
ascribed to them did not injure or damage [the corporation] inany way. . . . They acknowledgethat,
by virtue of the exclusive access which defendants and directors have to inside information, they
possessan unfair advantageover other shareholdersand, particularly, the personswho had purchased
the stock from them but, they contend, the corporation itself was unaffected and, for that reason, a
derivative action is an inappropriate remedy.” Id. at 912. The court recognized that the complaint
failed to allege any harm to the corporation, but held that this “has never been considered to be an
essential requirement for acause of action founded on abreach of fiduciary duty.” 1d. Ultimely, the
court held that:

Just asatrustee hasno right to retain for himself the profitsyielded by property placedin his
possession but must account to hisbeneficiaries, acorporatefiduciary, whoisentrusted with

! The corporation may be harmed by insider trading if, for example, an insider began
purchasing shares based on inside information just as “the corporation was about to begin buying
itsown sharesinthemarket.” Freeman, 584 F.2d at 194. In such asituation, “by purchasing stock
for his own account the insider placed himself in direct competition with the corporation. To the
degree that his purchases might have caused the stock price to rise, the corporation was directly
injured in that it had to pay more for its purchases.” Id. Nothing of this sort is aleged here.
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potentially valuabl e information, may not appropriate that asset for hisown use even though,

in so doing, he causes no injury to the corporation. The primary concern, in a case such as

this, isnot to determine whether the corporation has been damaged but to decide, as between

the corporation and the defendants, who has ahigher claim to the proceeds derived from the

exploitation of the information.
Id. Essentially, the Diamond court recognized the wrong inherent in insider trading and sought to
create aremedy for that wrong. The court thought it essential to disgorge the fruits of wrongdoing
fromtheinsiders. Accordingly, it created aderivative cause of action to do so, despite the factsthat
insider trading did not damagethe corporation and thusany recovery to the corporation could be seen
asawindfall. In creating astate law derivative cause of action in this context, the court specifically
noted the deficiency of federal law in remedying insider trading. Specificaly, the court noted that
“unless a section 16(b) violation is also present, the Federal law does not yet provide a really
effective remedy. Inview of the practical difficultiesinherent in an action under the Federal law,
the desirability of creating an effective common-law remedy is manifest.” Id. at 915.

The Diamond decision has been the subject of some controversy. In Freeman, the Seventh
Circuit responded to the argument, accepted by the Diamond court, that the corporation deservesthe
fruits of its own information used by the insiders. The court noted that “[i]f the corporation were
to attempt to exploit . . . non-public information by dealing inits own securities, it would open itself
up to potential liability under federal and state securities laws, just as do the insiders when they
engageininsider trading. . .. [I]nsider trading . . . entail[s] the [usg] . . . of inside information . . .
in amanner in which the corporation itself is prohibited from exploiting it.” Freeman, 584 F.2d at
194. That isto say, insider trading does not rob the corporation of an opportunity, because securities

laws prohibited the company itself from trading on its own nonpublic information. In response to

a certified question from the United States Supreme Court, the Florida Supreme Court likewise
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rejected “the innovative ruling of the New York Court of Appeals in Diamond, [instead] . . .
adher[ing] to previous precedent established by the courts in this state that actual damage to the
corporation must be alleged in the complaint to substantiate a stockholders' derivative action.”
Schein v. Chasen, 313 So.2d 739, 746 (Fla. 1975) (citations omitted).

Moreover, even if “[t]he reasoning of the Diamond case was based on sound policy at the
time,” that reasoning may no longer be persuasivein light of “factswhich have significantly changed
in the [decades] since that decision was rendered.” Oye v. Swartz (In re Symbol Techs. Sec.
Litigation), 762 F. Supp. 510, 517 (E.D.N.Y. 1991). Diamond justified the need for a state tort to
remedy insider trading in part on the lack of an effective federal remedy. But even ten yearsago, in
Oye, the Eastern District of New Y ork stated that “it is the Court’ s view that the Rule 10b-5 class
action has become the type of effective remedy for insider trading which the New Y ork Court of
Appeashad earlier envisaged.” 1d. at 518.2 Thus, changesin thefedera securitieslaw havefurther
undermined the approachin Diamond. Seealso Freeman, 584 F.2d at 195 (“[O]ver thedecade since
Diamond was decided, the 10b-5 class action has made substantial advances toward becoming the
kind of effective remedy for insider trading that the [Diamond] court . . . hoped that it might
become,” making the creation of an innovative state tort all the more unnecessary and giving riseto
therisk of double recovery).

West Virginiahasnot yet determined whether it would recogni ze the derivative sharehol der

tort of misappropriation of information in this context, that is, where there is no discernable harm

2 Despiteits skepticism asto the continued wisdom of the Diamond approach, the Oye court
nonetheless permitted the plaintiffs to pursue a Diamond-type action, athough it structured any
recovery so asto avoid the possibility of double recovery under the state tort and federal securities
law. Id. at 518. As afedera court sitting in diversity applying New York law, the Oye court
properly considered itself bound by a decision of the New Y ork Court of Appeals.
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to the corporation and where federal securities law now provides some recourse. The defendants
assumethat West Virginiawould not recognizethetort. Accordingly, they arguethat the plaintiff’s
insider trading claims are “really” federal securities claims, as federal law provides the only basis
for those claims. Thisargument ismisplaced. If the West Virginiacourts declineto recognize this
tort, then the plaintiff in thisaction would simply suffer dismissal of hisinsider trading claims. The
plaintiff could then of course replead his claim as adirect class action, not a shareholder derivative
claim, in which case the suit would be removable under the plain terms of 15 U.S.C. § 78bb. As
currently plead, however, Mr. Arlia' s claims are state, not federal, in nature, and thus removal is
improper.® “[I]t isstill the case, as has been reaffirmed by numerous federal courts over the years,
that if thereisachoice between pursuing federal and stateremedies, thefedera courtsgenerally will
not ignore the plaintiff’s preference for seeking relief under a state cause of action and litigationin
astateforum.” 14B Charles A. Wright, Arthur R. Miller, & Edward H. Cooper, Federal Practice &
Procedure 8 3722, at 449 (3d ed. 1998) (citing, inter alia, Caterpillar Inc. v. Williams, 482 U.S. 386,
392 (1987) (aplaintiff “may avoid federal jurisdiction by exclusive reliance on state law.”)).

If the West Virginia courts do recognize this claim for misappropriation of information, the

danger feared by the defendants would arise, namely a mass state cause of action substantially

% Another point made by the defendantsin support of their argument that thisderivativeclaim
is“really” adirect class action is that the plaintiff is attempting to recover on behalf of individual
shareholders, not the corporation. Thisisincorrect. AsDiamond makesclear, in astate derivative
suit for misappropriation of information, aswith all other derivative claims, any recovery goesto the
corporation, not the shareholders. Diamond, 248 N.E.2d at 916 n.1 (referring to “the corporation’s
recovery”). Seealso Oye, 762 F.Supp. at 518. Thisistrue despite the fact that the shareholders, not
the corporation, were harmed. This is another example of why the derivative claim here is not,
contrary to the defendants’ arguments, “really” a shareholder class action seeking recovery for
shareholders. Itisaderivativesuit (albeit an odd one) on behalf of the corporation, and any recovery
would go to the corporation.
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replicating afederal securitiesviolation but lacking the heightened pleading standardsof the PSLRA.
Thiscould potentially underminethe purpose of Congressispassing SLUSA, whichwas*“to prevent
plaintiffs from seeking to evade the protections that Federal law provides against abusivelitigation
by filing suit in State, rather than Federal, court.” H.R. Conf. Rep. No. 105-803, at 13 (1998). As
previously stated, the Senate Committee Report on SLUSA statesthat “it remains the Committee's
intent that the bill beinterpreted broadly to reach mass actions and all other procedural devicesthat
might be used to circumvent the class action definition.” S. Rep. No. 105-182, at 8 (1998). The
defendants contend that the derivative suit inthiscase, if recognized by West Virginiacourts, would
constitute an example of a*procedural device[] that might be used to circumvent the class action
definition.” Id.

Inlight of thislegislative history, the defendants’ argument has some appeal. The argument
fails, however, in light of the plain language of the statute. When “the [statutory] languageisplain
and ‘the statutory scheme is coherent and consistent,” we need not inquire further. United Satesv.
Ron Pair Enters., Inc., 489 U.S. 235, 240-41 (1989). ‘[ T]he sole function of the courtsisto enforce
[the statute] accordingtoitsterms.” Caminetti v. United States, 242 U.S. 470, 485 (1917).” Holland
v. Big River Minerals Corp., 181 F.3d 597, 603 (4th Cir. 1999). The defendants urge this court to
interpret the term “ covered class action” to include this exclusively derivative action, despite the
statute’ sunambiguous provisionthat “theterm* covered classaction’ doesnotincludeanexclusively
derivative action brought by one or more shareholders on behalf of a corporation.” 15 U.S.C. §
78bb(f)(5)(C). The plaintiff’s misappropriation claim, if it is viable, is unquestionably “an
exclusively derivative action brought by one or more sharehol derson behalf of the corporation,” id.,

and therefore does not provide a basis for federa removal jurisdiction.
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Theonly casesinwhich “ courts should venture beyond the plain meaning of the statute[are]
thoserareinstancesinwhichthereis‘aclearly expressed legislative intent to the contrary,” Russello
v. United States, 464 U.S. 16, 20 (1983) (internal quotation marks omitted), in which a literal
application of the statute would thwart its obvious purpose, see Griffin v. Oceanic Contractors, Inc.,
458 U.S. 564, 571 (1982), or in which aliteral application of the statute would produce an absurd
result, see United States v. American Trucking Ass'ns, 310 U.S. 534, 543 (1940).” Holland, 181
F.3d at 603 n.2. Thisisnot one of those rare cases. First, thereisno clearly expressed legislative
intent that would require the court to stray from the plain meaning of the statute in this case. While
the above-quoted legis ative history doesindicate ageneral intent on the part of Congressto preempt
and render removabl e all mass actions based on insider trading, the statute itself makes clear that the
shareholder derivative action was not one of the mass actions that Congress intended to cover.
Second, the literal application of this derivative action exception to the class action definition does
not thwart the obvious purpose of the statute, although this point is something of acloser call. On
balance, even excepting this derivative action, the statute still provides removal for amost all state
law claims mirroring federal securities law violations. Moreover, this court cannot confidently
conclude that the “obvious’ purpose of this statute is to provide removal for even derivative
shareholder claimsthat might replicate federal securities classactions. Congress’ intent in passing
SLUSA was not only to “enact national standards for securities class action lawsuits involving
nationally traded securities,” but to do so “while [aso] preserving the appropriate enforcement
powersof State securities regulators and not changing the current treatment of individual lawsuits.”
H.R. Conf. Rep. No. 105-803 § 2 (1998). Section 78bb(f)(5)(C) suggeststhat, for whatever reason,

Congress categorized shareholder derivative suits as part of the state regulatory schemethat it saw
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no need to completely preempt. Accordingly, giving force to the plain meaning of the statute does
not thwart the obvious purpose of the statute. Finaly, alitera application of the statute does not
produce an absurd result. The court concludes that the plaintiff’s derivative misappropriation of
information claim is not a*“covered class action” made removable by 15 U.S.C. § 78bb.
Toclarify the scopeof thiscourt’ sruling, the court notestheimportance of “distinguish[ing]
between ordinary conflict preemption and complete preemption.” Darcengelo v. Verizon
Communications, Inc., 292 F.3d 181, 186 (4th Cir. 2002). “Under ordinary conflict preemption,
state laws that conflict with federal laws are preempted, and preemption is asserted as ‘a federal
defense to the plaintiff’s suit. As a defense, it does not appear on the face of a well-pleaded
complaint, and, therefore, does not authorize removal to federal court.”” Id. at 186-87 (quoting
Metropolitan Lifelns. Co. v. Taylor, 481 U.S. 58, 63 (1987)). Incontrast, “[i]n the case of complete
preemption. .. Congress‘ socompletely pre-empt[s] aparticular areathat any civil complaint raising
this select group of claimsis necessarily federal in character.”” Id. at 187 (quoting Taylor, 481 U.S.
at 63-64). In determining that this case is not removable, the court is only deciding the latter
guestion — complete preemption. A claim may be preempted by federal law but not be completely
preempted so asto giveriseto federal questionjurisdiction. Accordingly, thiscourt’ sruling that the
plaintiff’sclaimisnot completely preempted isnot determinative of whether theclaimisnonethel ess
preempted under ordinary principles of conflict preemption. Onremand, if the West Virginia court
is inclined to recognize the Diamond rule and permit this derivative action, the defendants may

attempt to raise ordinary conflict preemption as afederal defense to that claim.*

* This court makes no suggestion regarding the merits (or lack thereof) of such adefensein
this case.
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1. Attorney’'s Feesand Costs

The plaintiff has also moved for an award of attorney’s fees and costs under 28 U.S.C. 8§
1447(c). While § 1447(c) itself simply provides that “an order remanding the case may require
payment of just costs and any actual expenses, including attorney fees, incurred as aresult of the
removal,” courts applying this section have concluded that “costs and feeswill be denied . . . when
there arereasonsto believe that the removability of the case was plausible.” 14C Wright, Miller, &
Cooper, supra, 8 3739, at 488. See, e.g., InreLowe, 102 F.3d 731, 733 n.2 (4th Cir. 1996) (denying
attorney’s fees and costs under 8 1447(c) when remova was neither in bad faith nor clearly
unwarranted under existing law); Valdesv. Wal-Mart Sores, Inc., 199 F.3d 290, 293 (5th Cir. 2000).
As this court’s discussion of the defendants ground for removal makes clear, the question of
whether removal was proper in this case is an unsettled legal question with plausible arguments on
both sides of theissue. Accordingly, the plaintiff’ smotion for attorney’ sfeesand costsisDENIED.
V.  Conclusion

For the reasons explained above, the court REM ANDS this case to state court because this
court lacks subject matter jurisdiction. The court also DENIESthe plaintiff’smotion for attorney’s
fees and costs pursuant to 28 U.S.C. § 1447(c).

The court DIRECTS the Clerk to send a copy of this Order to counsel of record and any
unrepresented party.

ENTER: December 16, 2002

JOSEPH R. GOODWIN
UNITED STATESDISTRICT JUDGE
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