Former Sharehold

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

ers of CardioSpectra, Inc. v. Volcano Corporation and Does 1-10 Doc

UNITED STATESDISTRICT COURT

NORTHERN DISTRICT OF CALIFORNIA

FORMER SHAREHOL DERS OF Case No.: 12-CV-01535 YGR
CARDIOSPECTRA, INC.,
o ORDER GRANTING MOTION TO DIsMISS
Plaintiffs, WITH LEAVE TO AMEND

VS.

VOLCANO CORPORATION and DOES 1 - 10,

Defendant(s).

Plaintiffs, former slareholdersof CardioSgectra, Inc. (‘CardioSpetra”), bringthis action ér
breach of contect againsDefendant \blcano Corpration (“Volcano”) forfailing to meet its
contractual oblgation to neet certain tnilestones™following amerger. Rdintiffs allege three
claims: (1) Brexch of Written Contractf2) Breachof the Implied Covenahof Good Fith and Fai
Dedling; and (3 Breach ofFiduciary Duty.

Volcaro has filed aMotion toDismiss theComplaint or failure tostate a clan upon whid
relief can be ganted on thegrounds thait has no dties or oblgations reléing to the sbject matte
of this lawsuit. The Courtheld oral argment on aly 31, 2012

Havingcarefully cansidered thgapers sufmitted, the agument ofcounsel, ad the pleadigs
in this action, ad for the rasons set fih below, he Court hegby GRANTS the Motian to Dismiss
WITH LEAVE TO AMEND.

l. BACKGROUND

Defendant Volcanodevelops ad manufaatires specialied medicatlevices thaare desiged

to facilitate enavascular pocedures, mhance theliagnosis ofvascular ad structuraheart diseas

andguide optimal therapiesparticulary in the areaof cardiowascular care.On Decerber 7, 2007,
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Volcano and CardioSpectra entered into an Agesgrand Plan of MerggfAgreement”) through

which Volcano acquired CardioSpectiaeeFAC 1 2-3; Aftahi Decl. 1 2, Ex. A, Agreement at 1.

Prior to merger with Volcano, CardioSpectra wathe business of developing Optical Coherenc
Tomography (“OCT”) technology. FAC ¥ 9, 15.

The Agreement required Volcano to pay $25illian for the acquisition of CardioSpectra
and required Volcano to pay additional compéonsaupon achievement of specified “Milestones
FAC 11 3, 21. In order to proteCardioSpectra’s shareholderstarests, the Agreement imposed
obligations on Volcano “to act igood faith and to use commerciatgasonable efforts to cause e
of the Milestones to be achieved on or before” the specified date for lea§hs. The FAC

summarizes the Milestone payments as follows:

Milestone 1 payment of $11 million upon approua U.S., Japanese, or European
regulators of a first-generation OGlystem on or before December 31, 2009.

Milestone 2 payment of $10 million upon appravby U.S. regulators of a
“productized” OCT System on or before December 31, 2010.

Milestone 3 payment of $10 million upon cumtikze cash sales of OCT Products
(including consoles (OCT laser light sourcpsocessors, application software, data
storage devices, printers and other relatemponents), patient interface modules and
pull-back devices (also refed¢o as a PIM) and OCT dwdters or wands used to
conduct visualization) totaling $10 million with3 years of U.S. regulatory approval
of a “productized” OCT System or otherwise on or before December 31, 2013.

Milestone 4 payment of $7 million upon cumuige cash sales of OCT Products
(including consoles (OCT laser light sourcpsocessors, application software, data
storage devices, printers and other rela@muponents), patient interface modules and
pull-back devices (also refed¢o as a PIM) and OCT dwters or wands used to
conduct visualization) totaling $25 million with4 years of U.S. regulatory approval
of a “productized” OCT System or otherwise on or before December 31, 2014.

Id. T 21.

Volcano achieved the first Milestone (“Mileste 1”) and paid $11 million to Plaintiffdd.
25. The second Milestone (“Milestone 2”) wadotriggered by the amvement of certain
regulatory approvals for a defined OCT Systerhereas the thirdna fourth Milestones
(respectively, “Milestone 3” and “Milestone 4”) wasbe triggered upon thechievement of certain
sales volumes for the specified OCT Produdtds.y 21; Agreement 8§ 2.5(a)(ii)-(iv). If and when
Milestones 2-4 were achieved, Volcano couldbkgated to pay up to $27 million in additional

Milestone Merger Consideration paymenis. 9§ 8, 21; Agreement § 2.5(a).
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Although Milestone2 — regulabry approvalfor the “Generation 1a8OCT Systen” — has not
been achievel, Plaintiffs allege that thg are entitlel to the Milestone 2 pgment of $0 million
because Volcan allegedlyfailed to met its contratual standed of perfomance undeSection
2.5(c) of the Agreement. RC 11 6, 30 Plaintiffsallege thatvVolcano haschieved sals goals
required to trigger Milestores 3 and 4rad that Plaitiffs are therefore entited to payrents of $10
million under $ction 2.5(h(iii) — Mile stone 3 — ad $7 million under Se¢bn 2.5(b)(V) — Milestme
4.1d.917, 31.

. LEGAL STANDARD

A motion to dismisaunder Rulel2(b)(6) tests the legabufficiency of the clains alleged in
thecomplaint. lleto v. Glak, Inc, 349F.3d 1191,1199-1200 9th Cir. 2®@3). All allegations of
matrial fact ae taken as tre. Johnsorv. LucenflTechs., Inc.653 F.3d 100, 1010 (% Cir. 2012.
To survive a notion to disniss, “a conplaint mustcontain suffcient factudmatter, acepted as te,
to ‘state a clan to relief tret is plausibé on its face” Ashcrdt v. Igbd, 556 U.S. 662678 (2009)
(quoting Bell Atl. Corp. v.Twombly 550 U.S. 544557 (2007))

1. DISCUSSION

A. COUNT |I: BREACH OF WRITTEN CONTRACT

UnderDelaware lav," to state @ause of awon for bre@h of contrat a plaintif must alleg
three elements?first, the existence othe contractywhether egress or inplied; secod, the break
of an obligation imposed k that contrat; and third the resultat damaged the plaintff.” VLIW
Ted., LLC v.Hewlett-Pa&ard Co, 840 A.2d 606,612 (Del. 203).

Plaintiffs do not alége they wee signatoris to the Ageement andPlaintiffs, who are
former sharehlaers of CadioSpectrado not suen their capaity as forme shareholérs or allege

thatthey were bareholderst the requaite time.

! The parties age that, undethe Agreerent, Delawardaw governs The choiceof-law proviion in the
Agreement prouies that it “kiall be constied in accadance with, ad governedn all respectdy, the
internal laws of he State of Blaware . . ..” Agreemen®&88 13.9(a), 3.16.

2 Only Volcano,Corazon Acagisition, Inc.,CardioSpeat, and Chritopher E. Baas and PauCastella, in
their capacities @Shareholdes’ Represerdives, wergparties to theAgreement.Neither Baas nor Castedl
suein their capeity as Sharbolders’ Repesentatives.Banas suessan individwa and “PaulCastella, FLP
(“family limited partnership™)is named aa Plaintiff.
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Based a the foregong, the Cart GRANTS the Motionto DismissCount | for breach of
written contractWiTH LEAVE TO AMEND to correet the deficiecies idenfiied by Vokano.

B. CoOuNT |l: BREACH OF THE IMPLIED COVENANT OF GOOD FAITH AND FAIR
DEALING

UnderDelaware lav, every cotract has ammplied coenant of god faith andfair dealing.
Dunlap v. Statdarm Fire& Cas. C0.878 A.2d 84, 441-42 Del. 2005). The implied covenant
requires contrating parties'to refrainfrom arbitray or unreasnable condct which tes the effecof
preventing theother party ¢ the contrat from recéving the fuuits of the bagain.” Id. at 442. The
implied covenat is an intepretive devie used byourts to aalyze unantiipated deviwpments or
to fill gaps in he contract’rovisionsas a way taensure thathe parties’ easonable xpectations
arefulfilled by implying tems into theegreementa best appreimate whathe partiesvould have
bargained hadthey thoughto negotiatehe matter.SeeNemecv. Shrade, 991 A.2d 120, 1126-3
(Dd. 2010);Dunlap, supra 878 A.2d 4441. Thus“where the subject atssue is expssly coverd
by the contractpr where tle contract isntentionally silent asa that subjet, the implied duty to
perform in goal faith doeshot come io play.” Dave GreytakeEnterprisesinc. v. Mada Motorsof
Am, Inc, 622A.2d 14, 23Del. Ch.)aff'd sub nom 609 A.2d668 (Del. 1992).3

To statea cause oéction undemDelaware &w for bread of the impied covenat of good
faith and fair @aling, a plantiff must identify a speific obligation impliedin the contact and allge
how a breach bthat obligdion deniedhe plaintiffthe fruits ofthe bargain Kuroda v.SPJS
Holdings, L.LC., 971 A.2d872, 888 Del. Ch. 20@).

Plaintiffs have notdentified animplied obligation thatvolcano brached, butnstead
identify an obligation expresly coverd by the cotract. Plainiffs allege hat “Volcaro breachedne
implied covenat of good &ith and fairdealing byfailing to a¢ in good faih and to us

commercially rasonable forts to obéin regulatoy approvalof the OCTSystem,” which is the

% Delaware law $ “more contectarian tharthat of manyother state$,meaning tht the legislatre and its
couts allow theparties to deéhe the limitsof their oblgations, andhus, “parties’contractuathoices are
respected.” GRT, Inc. v. Maathon GTF Echnology, Ld., 2011 WL2682898, at12 (Del. Ch July 11,
2011); see alsdNemegsupra 991 A.2d atl126 (“Wemust . . . notewrite the catract to appase a party
wha later wishego rewrite acontract he ow believes ® have beembad deal. &ties have aight to enter
into good and ba contracts, tie law enfores both.”).
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seond Milestae to be acteved. However, the Agreement epressly estalished thatvolcano ha
“to act in goodfaith and tause commaeaially reasmable effors to cause ezh of the Mlestones tde
achieved on obefore” thespecified dée for each.FAC 1 5. $ce the god faith oblgation is
expressly covead by the Ayreement, aount whid implies that term into he Agreenent is
dugdicative.

Based a the foregong analysisthe CourtGRANTS the Motion to Dismiss Cout |1 for
breach of the mplied covaant of goodaith and far dealingWiTH LEAVE TO AMEND. Plaintiffs
must identify the specific ovenant allgedly breabed in sucta manner tht the Courtcan confirm
thatsuch an olgjation is rot specifiedin the Agreenent itself.

C. COUNT Ill: BREACH OF FIDUCIARY DUTY

UnderDelaware lav, a fiduciay relationshp exists “where one pepon reposespecid trug
in another or vhere a speel duty exist on the parbf one peren to protetthe interets of anothe”
Wad-Mart Stores, Inc. v. AG Life Ins.Co., 901 A.a 106, 113 Del. 2006)(emphasis dded and
quaation marils omitted). Careful “atention mustbe paid to he word ‘speial’ lest the statemenbe
thought to desibe too bradly [the caurt’'s] concens with reldionships vinere an elment of trustas
commonly uncaerstood, is pesent.” McMahon v. Nw Castle Asociates532 A.2d 601 604 (Del.
Ch.1987). “Afiduciary istypically ore who is entusted withthe power ® manage athcontrol the
property of anoher.” Rich Realty, Inc.v. Potter Amderson & @rroon LLP, CIV.A.09C-12-
273MIMJ, 2011WL 7434Q@, at *3 (Del Super. Feb21, 2011)quotingWilmington Lasing, Inc. v
Parrish Leasig Co., L.P, CIV. A. 15202, 1996 W. 752364, 8*14 n.19 Del. Ch. De. 23, 1996).*
While Plaintiffc allege thathey placedpecial trusin Volcang nothing inthe FAC justifies
imposing on \blcano the &xacting stadards of fduciary duties.” Wal-Mart Stores supra, 901
A.2d at 114 (“itis vitally important thathe exactig standardsf fiduciary duties not b extendedb
quatidian commercial relatonships”). Additionally, althoughPlaintiffs allege that thg were entiely
dependent upa Volcano todevelop ad sell the GCT technol@y; such dpendence des not elevee

* Fiduciary relatonships recgnized by Déaware law iclude attorng and clientgeneral pariers,
administrators oexecutors, gardians, angrincipals ad their agers. SeeBird’ s Const. v. Miton Equesti@n
Ctr., 1980-S, 201 WL 1528%6, at *4 (Dé. Ch. Nov. B, 2001) (cithg McMaham, suprg 532A.2d at 605).
Here, the partiestelationshipdoes not falvithin any d the limitedcategories ofelationshipgo which
Delaware courtdiave previosly extendediduciary dutes.
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anordinary canmercial reétionship—based upoman arms-legth mergerAgreement-into a
fiduciary relatonship. I1d.

Further,"where a dspute arisefom obligations that ag expresslyaddressedybcontract,
thatdispute wil be treateds a breaclof contract ¢aim. In that specific ontext, any iflduciary
claims arising ot of the sene facts thatinderlie tke contract bligations would be forelosed as
superfluous.” Nemeg supia, 991 A.2dat 1129. Hre, the oblgation Plainiffs identify is contraatal
notfiduciary. Plaintiffs’ fi duciary dutyclaim “merely dressegtheir] breat of contrat claim in
fiduciary dutiesclothing.” SeeFisk \entures, LIC v. Segh CIV.A. 3017-CC, 2008WL 1961156
at *11 (Del. Ch May 7, 2@8) aff'd, 984 A.2d 124(Del. 2009). Under thee circumstaces, even
assiming a fiduciary relatonship existd, the FACfails to all@e such a fidciary dutythat was
breached.

Based a the foreging, the Cart GRANTSthe motion 0 dismiss @unt 1l for breach of
fiduciary dutyWi1TH LEAVE TO AMEND.

I[V. CONCLUSION

For thereasons sdbrth abovethe Motionto Dismiss $ GRANTED WITH LEAVE TO
AMEND.

Plaintiff shall haveuntil August 20, 2012 to file a secad amendeadomplaint.

This Oder Terminges DocketNumber 13.

I T ISSo ORDERED.

Date: August 6, 2012 é}»w W&/‘
U Y VONNE GONZAL EZ ROGERS
UNITED STATESDISTRICT COURT JUDGE




