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UNITED STATES DISTRICT COURT

NORTHERN DISTRICT OF CALIFORNIA
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Behalf of Nominal Defendant VERIFONE
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)
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)
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E. STIEFLER, DOUGLAS G. BERGERON,

ROBERT DYKES, and CHARLES R.
RINEHART,

Defendants,
and
VERIFONE SYSTEMS, INC.,

NominalDefendant

Introduction

Presently before the Court is DefentfaMotion to Dismiss Plaintiff Sofia

Doc.

Case No. 5:13-CV-02379-EJD
ORDER GRANTING DEFENDANTS’

Zoumboulakis’s (“Plaintiff’) Amended Sharehold@erivative Complaint (“AC”, Docket Item No.

24) on behalf of Nominal DefendavieriFone Systems, Inc. (“VeriFone”). Docket Item No. 36.

Defendants are Richard A. Ma@i (“McGinn”), Robert W. Alspugh (“Alspaugh”), Leslie G.
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Denend (“Denend”), Alex W. Ha(tHart”), Robert B. Henské'Henske”), Wenda Harris Millard
(“Millard™), Eitan Raff (“Raff”), Jeffrey E. Siefler (“Steifler”) (collectively, “Director
Defendants”), Douglas G. Bergar (“Bergeron”), Robert Dykes Dykes”), Charles R. Rinehart
(“Rinehart”) and Nominal Defendant VeoRe (collectively;'Defendants”).

Per Civil Local Rule 7-1(b), the motion wagéa under submission aibut oral argument.
Having fully reviewed the parties’ pleadin@@efendants’ Motion to Dismiss the AC will be
GRANTED with leave to amend.

I. Factual and Procedural Background

This is a shareholders’ dedtive action brought on behalf Nominal Defendant VeriFone
against current and former VEdne officers and director&/eriFone is a technology company
which “develops, sells, and services electronynpent processing technology.” Dkt. No. 24 { 2.
VeriFone is incorporated underthaws of the state of Delavea Id. { 14. Defendants McGinn,
Alspaugh, Denend, Hart, Henske, Mitla Raff, Steifler, Bergeron, yikes, Rinehart were members
of VeriFone’s Board of Directors (“the Batl), members of VeriFone’s Audit Committee,
members of VeriFone’s Corporate Goveroaand Nominating Committee, Chief Executive
Officers (“CEQ”), and/or Chief Fiancial Officers (“CFO”) of theompany. The facts leading to
this suit, as outlined in Plaintiff's AC, are below.

In 2009, VeriFone was charged by the Secwitied Exchange Commission (“SEC”) with
accounting fraud occurring in 2007 and 2008. Id. 2. VeriFone submitted to a permanent
injunction barring further violationsf federal securities law, spécally as related to internal
controls and financial disclosures. 1d. tAe time, Defendants Alspaugh, Denend, Hart, Henske
McGinn, Raff, and Stiefler were all members o 8oard and consentedttee injunction._Id.
115.

In addition, a suit was filed against VeriFombkich consolidated a number of securities

class actions. Id. 2. _See In re VeriFone Holdings, Inc. Sec. Litig., C 07-06140 MHP, 2009

1458211 (N.D. Cal. May 26, 2009). VeriFone resolved the suit by paying over $90 million to 1
class. Dkt. No. 24 § 2. Defendants Alspaugénend, Hart, Henske, McGinn, Millard, Raff, and

Stiefler were all members of the Boardla time this settlement occurred. 1d. § 8.
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VeriFone’s business is divided into two primareas: system solutioasd services. Id.
2. In 2011, VeriFone began increasing its serseggnent from 20% of its business to a projecte
50% by 2015._1d. 1 3. The transitimvolved a number of acquisition$ smaller companies. Id.
Plaintiff alleges it was difficult for investors ttetermine what portion of VeriFone’s overall
growth was attributed to the acgitions, as opposed to “organic’ogvth. Id. However, VeriFone
representatives made a number of statenpnjecting 10-15% organic growth. Id. 4.

On December 14, 2011, following a quarter-pness release, VeriFone’s then-CEO,
Bergeron, stated in a conference call that Verd&=avas “on our way towards . . . 50% services
revenue by the end of fiscal year 2015.” Id. § Bi& also stated “[g]rowth rates have accelerated
[and] margins are expanding.” Id. On Mak012, in a conferenceltctollowing the quarter-
end press release, Bergeron stated thaFdag expected “monthly revenue to increase
sequentially throughout the yeaid that VeriFone was dewging its recent acquisition of
Hypercom, and expected to “sell a lot of [Hypercom products].” Id. § 41.

On March 8, 2012, Defendant McGinn soldri¥ene stock for a total of $663,640. Id.
102. On April 30, 2012, Deutsche Bank releasegartevhich advised Veribne investors to sell
VeriFone stock (NYSE: “PAY”) due to VeriFone’s “poor financial disclosutewer true organic
growth, future business risks and rich valuatiold” { 44. The report also stated that Deutsche
Bank analysts “believe[d] ‘true’ organic growthd®g] being overstated by the company.” Id. Thé
day, VeriFone stated in a pras$éease that its method of caldirg organic growth was the same
as that “prescribed by the vast majority of ineestand Wall Street analysts,” and reaffirmed its
expectation of 10-15% organicayvth rates for the 2012 fiscaégr and long term._1d. Y 45.

On May 16, 2012, Bergeron stated in a conference call that VeriFone would continue t
grow in emerging markets at rates of 20-30%, wkwokld contribute to ovellaorganic growth of
10-15% in the 2012 and 2013 fiscal years. 147. On May 24, 2012, Bergeron stated in a
conference call that VeriFone was “solidly behjits] annual 10% to 15% organic growth rate.”

Id. 1 52. He also stated VeriFone cangd to see good demand in Europe. Id.
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Between February and May 2012, Defendant Retle five sales of VeriFone stock, for

total proceeds of $1,631,063. Id. § 102. In Maneti May 2012, Defendant Rinehart made sale$

of VeriFone stock for totgproceeds of $1,887,935. Id.

On September 5, 2012, in a conference callifgme’s then-CFO, Dykes, stated that
VeriFone was “still a mid-teens growth Coamy.” 1d. 1 57. On December 13, 2012, VeriFone
issued a press release regardisguarter-end and 2012 full yeasudts. _Id.  61. The release
stated that non-Generally Acded Accounting Principles (“non-GAAPnet revenue for the fiscal
year 2012 was $1.886 billion, a 44% increase ovealfigear 2011. Id. The press release also
stated that net income per diluted share was $2.48% increase over fiscal year 2011. Id. Thig

press release further stated that VeriFone anticipated non-GAAP net revenue between $490

$500 million, and non-GAAP net income per shareveen $0.70 and $0.73 for the first quarter of

2013. 1d. 1 61.

Regarding this press release, Bergeron statacconference call thateriFone expected “a
material positive impact on growth rates and magin2014” as a result of their investments in
services._ld. 1 62. He also stated thahgtfoundations built in 2012 [would] drive continued
outsized returns for [VeriFone’s] skeduolders in 2013 and beyond.” Id.

On February 20, 2013, VeriFone issued a prdease regarding prelimary results for the
first quarter of 2013, statinfat it expected non-GAAP heevenue between $425 and $430
million and non-GAAP net income per share bedw $0.47 and $0.50 for the first quarter of 2013
Id.  68. These results were significantly lowean the guidance given in the December 13, 201
press release. Id. 1 62. Vaoite attributed the lowered rdtsuto: (1) weak macro-economic
conditions in Europe, (2) missed revenue opportunities due to focus on long-term service
initiatives, (3) increased deferred revenue for st@pts to customers in the Middle East and Afrig
which did not meet first quarteevenue recognition requirement4) lower than expected revenug
from Brazil, and political and economic uncertgim Venezuela, and (5) delayed customer
projects and a canceled WashingtorC. taxi project._Id. { 68. Bergeron stated that the results
were impacted by “external headwinds andrimaéchallenges,” but noted that VeriFone

“expect[ed] to resume year-over-year net revegroavth in the mid- to high-single digits
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beginning in fiscal 2014.” 1d. Adr this press release, VeriFasteck dropped almost 50% in

price, to its lowest point inearly three years

d. T71.

On March 5, 2013, Bergeron stated in a cariee call following the tease of VeriFone’s
first quarter 2013 results that, “[ijetrospect, we found that a numloérour issues in the quarter
and in the last few quarters wenedeed, self-inflicted.”_ld. ¥4. He noted that approximately
$23 million in revenue from the Middle East afdfilica had been deferred, which “[i]n retrospect,
[could] only be attributed to poaales planning and executiorid. VeriFone’s new CFO, Mark
Rothman (“Rothman®) noted that the decision to defee tlevenue “was consistent with the
Company’s long-standing reventexognition policy and req@ments under GAAP, and was not
a change in accounting policy or practice,” #8mat no changes to accounting policies were
planned in the near future. I&ergeron also stated that VeriFdmed been “living in a quasi state
of denial” regarding the macroeconomic conditionEurope._ld. In regards to the Hypercom
integration, Bergeron stated that it had causedsin market share, due to “a few revenue
dissynergies . . . and some underinvestment.” Id.

On March 11, 2013, in its quarterly Form 1(f#@d with the SEC, VeriFone admitted it
had conducted illegal business diegs$ in Iran. _Id. § 78. On the same day, VeriFone announce
that Bergeron was resigning as CE@&J mamed Defendant McGinn as Interim CE@.  79.

On March 15, 2013, VeriFone filed a Form 8-létstg that Bergeron was terminated “without

cause,” and would be paid $1 million per year in severance and benefits for the next two years.

1 80.

On June 5, 2013, following a press releasertkgg VeriFone’s seand quarter results,
McGinn stated that the fiscal year 2013 reshltd been impacted by “significant short-term
challenges.”_1d. 1 85. He also stated thatfme’s “beliefs abouproductivity improvements

and R&D ha[d] proven not to be correct,” specilicaoting that a laclof R&D investment had

1 On February 4, 2013, Dykes resigned from his post as CFO. Id.  66.

2 On September 23, 2013, VeriFone announcedrhak Calant would join the company as CEO
beginning October 1, 2013. Id. 1 99.
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caused some VeriFone customers to move to competitors, delayed product releases, and cre
“poor track record of completing those products.” Id.

On September 5, 2013, following a press releagarding VeriFone’s tind quarter results,
McGinn stated that VeriFone had lost customerSanada to a competitor due to “[a]n old issue
with a long tail.” 1d.  96. He ab stated that VeriFone had motested enough or properly. Id.

Throughout 2011 through 2013, VeriFone made aewanf required filings with the SEC.
VeriFone filed annual Form 10-K’s and quarterlyfadlO-Q’s which stated #t internal controls
were effective._ld. 11 38, 43, 54, 59, 64, 86, 97. VeriFone also filed annual definitive proxy
statements in 2012 and 2013 which stated that edddasancial statements had been reviewed by
the Audit Committe®and that the Corporate Govante and Nominating Committee had

complied with all duties required in its chartetd. 1 49, 82.

Plaintiff filed a shareholder derivative cotamt on May 24, 2013. See Docket Item No. 1.

On January 21, 2014, Plaintiff filed the AC, alleging thllowing five bases dfability against the
various Defendants: (1) breach of fiduciary duty,g@)se of control, (3) wlation of section 14(a)
of the Securities Exchange Aaft 1934, (4) unjust enrichment, and (5) violation of California
Corporations Code sections 25402 and 25502.5. NIkt24. At the time the action was filed, the
Board consisted of the eight Director Dedants: Alspaugh, Dend, Hart, Henske, McGinn,
Millard, Raff, and Stiefler._Id.  113. Plaintdid not make a demand on the Board prior to filing

the action. Id.

% Defendants Alspaugh, Denend, Henske, and StieBee at all relevant times members of the
Audit Committee._Id. 1 117. The Audit Committe€harter states thits responsible for
oversight of (1) VeriFone’s financial statenten(2) VeriFone’s compliance with legal and
regulatory requirements, (3) difi@ation and independence ofdependent auditors, and (4)
performance of VeriFone’s internal audit functions. Id. § 30.

* Defendants Alspaugh, Hart, Ma@i and Raff were members of the Corporate Governance an

Nominating Committee at all relevant times. Yd31. The Corporate Governance and Nominating

Committee was responsible for (1) identifying aetkcting or recommending nominees to stand
for election as directors ahaual stockholder meetings, (2emtifying and recommending Board
members to fill committee vacancies, (3) estabfigiprocedures for oversight and evaluation of
the Board and management, and (4) dewely, recommending and reviewing corporate
governance principles._lId.
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On March 7, 2014, Defendants filed a MotiorDismiss Plaintiff's AC. Dkt. No. 36. On
April 23, 2014, Plaintiff filed an Opposition @efendants’ Motion (Docket Item No. 38) and
Defendants filed a Reply to Plaint§fOpposition (Dockdtem No. 39).
I1. Legal Standard

Federal Rule of Civil Procedure 8(a) requirggaantiff to plead each claim with sufficient
specificity to “give the defendaifair notice of what the . . . claim is and the grounds upon which

rests.” Bell Atlantic Corp. v. Twombly, 550 U.544, 555 (2007) (citations omitted). A complain

=

which falls short of the Rule 8(a) standard rbaydismissed if it fails to state a claim upon which
relief can be granted. Fed. R. Civ. P. 12(b)(®ismissal under Rule 12){®) is appropriate only
where the complaint lacks a cogrbimlegal theory or sufficientitts to support a cognizable legal

theory.” Mendiondo v. Centinela Hosp. Med. Ctr., 521 F.3d 1097, 1104 (9th Cir. 2008).

Moreover, the factual allegations “must be enougtatee a right to reliehbove the speculative
level” such that the claim “is plausébn its face.”_Twombly, 550 U.S. at 556-57.

Rule 23.1(b) of the Federal Rules of CivibPedure governs the fedépleading standards

for shareholder derivative actions. Prior to bringing a derivative suit, a shareholder must first mak

a demand for action on the corporation’s direct@se In re Silicon Graphics Inc. Sec. Litig., 183

F.3d 970, 989 (9th Cir. 1999) abrogated on otreunds by S. Ferry LP, No.2 v. Killinger, 542

F.3d 776, 784 (9th Cir. 2008). This is commonlered to as the “derna requirement.”_See

Aronson v. Lewis, 473 A.2d 805, 811 (Del. 1984) muked on other grounds by Brehm v. Eisner,
746 A.2d 244 (Del. 2000). The demand requiremente¥is insure that atockholder exhausts
his intracorporate remedies, and.provide a safeguard against strike suits” and thus
acknowledging “the fundamental precept tha¢ctiors manage the business and affairs of

corporations.”_Aronson, 473 A.2d at 811-12. Exmeys to the demand requirement of Rule

23.1(b)(3) are generally govesth by the law of the state whehe corporation is incorporated.
See Kamen v. Kemper Fin. Servs., 500 U.S. 90,098991). Rule 23{(3) requires that the

complaint “state with particularity: (A) any effartade by the plaintiff tobtain the desired action
from the directors or comparable authorityand (B) the reasons for not obtaining the action or

not making the effort.” Fed. R. Civ. P. 23.1(b)(3).
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V. Discussion

A shareholder derivative suit is a uniquetyugable remedy in which a shareholder assert
on behalf of a corporation a claim belonging twothe shareholder, bto the corporation.
Aronson, 473 A.2d at 811 (Del. 1984). PursuarRtite 23.1, which governs derivative actions, a
shareholder’'s complaint must state with paracity “any effort by the plaintiff to obtain the
desired action from the directorahd “the reasons for not obtaig the action or not making the
effort.” Fed. R. Civ. P. 23.1. Rule 23.1 imposadsigher standard ofghding than Rule 8(a).

Defendants seek dismissal of Plaintiff's AC because she failed to make a demand on t

Board prior to filing this suit,r&d argue that demand is not excused. Plaintiff concedes that she

failed to make demand on the Board prior to filing this suit, but contends that demand is excu
It is undisputed that as VeriForgincorporated in Delawarthe question of whether demand is
excused is governed by Delaware law. Eamen, 500 U.S. at 108-09 (“[A] court that is
entertaining a derivative action . . . must appl/diemand futility exception as it is defined by the
law of the [s]tate ofncorporation.”).

Under Delaware law, “directs of a corporation and nia¢ shareholders manage the
business and affairs of the corporation, and acagly the directors are responsible for deciding

whether to engage in derize litigation.” Levine v.Smith, 591 A.2d 194, 200 (Del. Ch. 1991)

(internal citation omitted) (oveuled on other grounds by &mm, 746 A.2d 244). Because

directors are empowered to managelirect the business affaw§the corporation, a shareholder
seeking to bring a derivativetaan must first make a demand thrat corporation’s board of
directors, giving the board an opportunity to exasrthe alleged grievance to determine whether
pursuing the action is in the beasterest of the corporatiorAronson, 473 A.2d at 812. The right
of a shareholder to prosecutdexivative suit is limited to situations where the shareholder has
demanded that the directors pursue the claim andhhve wrongfully refused to do so or where
demand is excused because the directors arpahtmof making impartial decisions regarding

such litigation._Rales v. Blasband, 634 A92Y¥, 932 (Del. 1993) (quotLevine, 591 A.2d at

200).
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Demand on a board of directors is excusedafplaintiff pleads sufficient facts to show

that demand would have been futile. Aronson, AZRl at 814. Under Delaware law, failure to

make a demand may be excused if a plaintiff cese ra reasonable doubt ti{a) a majority of the
board is disinterested or indepenter (2) the challenged act sva product of the board’s valid
exercise of business judgment. Id.; Ra&&} A.2d at 934 (Del. 1993). For the first prong, a
plaintiff must plead dficient facts to raise reasonaldeubt regarding the disinterest or

independence of at least haffthe board members. See Beneville v. York, 769 A.2d 80, 86 n.1|

(Del. Ch. 2000).

Here, Plaintiff does not contest a specific@ctdr decision of the bod Instead, Plaintiff
argues that demand was futile because at leastfdhe eight Board members were either
interested or not independent. Defendants cortteatdPlaintiff has failed to plead particularized
facts to raise reasonable doubt as to half the Board membensédist or independence at the
time the action was filed. Thus, Defendants argaedbmand is not excused, and Plaintiff's AC
should be dismissed.

A. Disinterest of Board Members

Directorial interest exists whenever divideglalties are present, where the director will
receive a personal financial benefit from a siastion that is not equally shared by the
stockholders, or when a corporate decision malle a “materially detrimental impact” on a

director but not on the corpoia or its stockholders. Rag634 A.2d at 936; Aronson, 473 A.2d

at 812. A plaintiff can raise reasonable dawdgiarding the disinterest of a director by
demonstrating “that the directorlwpersonally benefit or suffer asresult of the lawsuit.”_In re

InfoUSA, Inc. S’holders ltig., 953 A.2d 963, 985 (Del. Ch. 2007iReasonable doubt regarding

the disinterest of a director is raised whem phaintiff establishes #t the director faces a
“substantial likelihood” of persondhbility regarding the subjedf the complaint._Rales, 634
A.2d at 936; Aronson, 473 A.2d at 815. This isghtstandard to meet. InfoUSA, 953 A.2d at

990. A defendant’s actions must be “so egregioatsdlsubstantial likelihooof director liability
exists.” Seminaris v. Landa, 662 A.2d 1350, 1354 (Del. Ch. 1995). Mere threat of personal
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liability alone is insufficient toaise reasonable doubttasa defendant’s dinterest._Aronson, 473
A.2d at 815.

Plaintiff relies on her ability to show a swistial likelihood of liabiity in challenging the
disinterest of the individual board membersaiftiff asserts three cograble bases where various
defendants face a substantial likelihood of lig§ail(1) failure to address the inadequacy of
VeriFone’s internal controls, (23suing misleading statements, gB8)linsider trading. Defendants
contend that Plaintiff has failed pdead particularized facts totablish a substaiatl likelihood of
liability under any othese theories.

As a threshold matter, Defendants argue ttii@Director Defendantsre protected by the
exculpatory clause in VeriFoiseCertificate of Ircorporation which immunizes them from any
personal liability for breachesf their fiduciary duties. Here, Plaintiff alleges only that
Defendants breached their fiduciahyties of good faith and loyalfy However, under Delaware
law, an exculpatory clause only protects a direfrttum liability for the breach of its fiduciary duty

of care. _See Emerald Partners v. Berlin, RZ&] 1215, 1224 (Del. 1999). As Plaintiff does not

allege Defendants breached their duty of care, tistegice of an exculpatory clause is inapplicab

to Defendants’ Motion to Dismi<s.

® Under Delaware Code Title 8 section 102(b)@ectors may be immunized from liability for
breach of fiduciary duties to the corporation ositsckholders, so long as it is not (1) for breach
the director’s duty of loyalty, §Zor bad faith acts or omissionmssolving intentional misconduct
or knowing violation of the law(3) under 8 174 (liability of dectors for unlawful payment of
dividend or stock purchaser (4) a transaction where theetitor derived an improper personal
benefit. Del. Code Tit. 8 § 102(b)(7).

® Some courts consider the duty to act in good faith to be a subsidiary of the duty of loyalty. §
e.g., Stone ex rel. AmSouth Bancorgama v. Ritter, 911 A.2d 362, 369-70 (Del. 2006).

’ Plaintiff argues that the relevance of a secti®B(b)(7) exculpatory clause is an affirmative
defense which may not be considered on a mati@ismiss, however this is incorrect. See
Abbott Labs., 325 F.3d at 810 (“Generally, when thelitg of a waiver chuse is not contested
and where the plaintiffs allege only a breach efdhty of care . . . the waiver provision may be
considered and applied in decidiagnotion to dismiss.”). Nonethealg as Plaintiff does not allege
a breach of the duty of care, the exculpatory proniss irrelevant to Defendants’ present Motion
to Dismiss.
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1. Internal Control Issues

Plaintiff argues that the Dactor Defendants were on notfeserious internal control

problems, but disregarded theudiciary duties when ghproblems continued under their direction|.

She further alleges that the Diter Defendants were Bast negligent imot recognizing that
VeriFone was suffering from severely inadequaterimal controls and concealed that fact from
investors. Thus, Plaintiff argues that the Director Defendants face a subsisinbéliability for
breaches of good faith and loyaltycademand is therefore excused.

When the alleged shareholder losses ar@m® ft decision made directly by the board,

directors are liable if the “decision was ill addsar negligent.”_In re Caremark Int'l Inc.

Derivative Litig., 698 A.2d 959, 967 (Del. Ch. 1996). However, when directors delegate corpc

functions to officers or employegdirectors instead have a duty of “oversight,” governed by the
Caremark standard, which requithe plaintiff establish that thdirectors acted without good faith
“as evidenced by a sustained or systematic failusedfector to exercise reasonable oversight” ¢
the activities leading to the coraoe losses. Id. at 971. In pleaglia_ Caremark claim to establish
demand futility, a plaintiff must phd with particularity sufficient facts to show a substantial
likelihood that half or more ahe board was not acting good faith, or at minimum was
“conscious of the fact thately were not doing their jobs.Guttman v. Huang, 823 A.2d 492, 506
(Del. Ch. 2003).

Defendants argue that Plaffis claim that the DirectoDefendants failed to properly
oversee and address the internal control inadeegiés governed by Caremark. Plaintiff argues
that her allegations are not Caremark claimsheyg are based on Defendants’ own decisions to
consciously disregard theadbligations to ensure properly functing internal controls, rather than
the oversight of officers or employees. Plifimotes that following the 2009 SEC action, séven
of the eight Director Defendamtonsented to a permanent injunction against improper financia
reporting and internal control§.hus, Plaintiff asserts that tierector Defendants affirmatively
represented that they would ensure VeriFomgernal controls weradequate, but failed to

address those problems even though they wermtice of serious inteat control problems.

8 Defendants Alspaugh, Denend, Hatenskey, McGinn, Raff and Stiefler.
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As Plaintiff does not assert Defendants wdirectly responsil@ for implementing and
maintaining VeriFone’s internabatrols, but rather asds that Defendants were either negligent i
not knowing about the alleged int@l control deficiencies dinew about them and failed to
address them, the Court agreethvidefendants that &tiff is asserting an oversight claim,
governed by the Caremark standard. See Cake®@3 A.2d at 971. Further, Plaintiff fails to
plead particularized facts to denstrate that the internal contissues addressed in the 2009 SEC
action were the same as those which lead tprdsent action. Moreover, Plaintiff does not plead
any facts to support an allegatitirat Defendants violated the 208&C settlement agreement, no
that there is a pending SEaction against VeriForfe Thus, the Court finds that Plaintiff's asserte
claims regarding internal control problems are oversight claims governed by the Caremark
standard, and Plaintiff nstiplead with particularity facts support a substantibkelihood that
Defendants acted in bad faith in failingaddress the internal control issues.

“Evaluating director action under the bad fathndard is a contexdband fact specific
inquiry and what a defendant knowsdaunderstands is, of course, rel@vi such an inquiry.”_In

re Citigroup Inc. S’holder Derivative Lgi, 964 A.2d 106, 128 n.63 (Del. Ch. 2009). Plaintiff

asserts that VeriFone suffered frémadequate” or “defient” internal controlsbut fails to plead
with particularity specific aspects of the intakgontrols that were inadequate, or how these
alleged deficiencies impacted the financial stateis allegedly leading to Plaintiff's losses.
Plaintiff must show a substantidtelihood that the directors wegt least “conscious of the fact

that they were not doing thhgobs.” See Guttman, 823 A.2d%Q@6. Plaintiff alleges that

Defendants “consciously disregarded” their oliigas to ensure propgrfunctioning controls

under the 2009 SEC settlement agreement. HowBlaantiff does not plead sufficient facts to

® The cases cited by Plaintiff to support her ggsethat the Directobefendants “consciously
disregarded” their duties to ens@w@equate internal controls keesituations where the company
was found to have violated a compliance or settlement agreement prior to the shareholder
derivative litigation. In Abbott Lahdhe defendants entered intanrd later violated — a Voluntary
Compliance Plan with the FDA to comply witbgulations._In re Abbott Labs. Derivative
S’holders Litig. 325 F.3d 795, 800 (7th Cir. 200®).Pfizer, the company had entered into
settlement agreements with the governmegaging its illegal kickbacks and off-labeling
marketing practices, which it was later found to ating. In re Pfizetnc. S’holder Derivative
Litig., 722 F. Supp. 2d 453, 455 (S.D.N.Y. 2010).
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establish that Defendants wexe notice regarding the specific internal control issues which
allegedly caused Plaintiff's losses, and has failgogtrdwe Defendant’s fail@rto act in good faith.

Plaintiff argues that by virtue of their membership in the Audit Committee, Defendants
Alspaugh, Denend, Henske, and Stiefler are liabléaibng to ensure VeriFone’s internal controlg
were functioning properly. The Audit Committedasked with oversight responsibility for
VeriFone’s internal control furtions. Dkt. No. 24 § 117. Plaifftasserts the Defendants in the
Audit Committee failed to ensure that internal colstwere sufficient to prevent false disclosures
and presided over a culture where widespreadp@nvasively inadequate internal controls

continued unabated for years. However, Riifinas failed to plead with particularity which

specific internal controls were not functioning properly. Furthermore, the Audit Committee chiarte

states explicitly that the membense tasked with “oversight respdmnsty,” thus their actions are
subject to the Caremark standard. Plaintifffaded to plead sufficient factual detail to raise a
substantial likelihood that the AudCommittee members acted in badlfan failing to address the
alleged internal control issues, and Plaintiff'sextions are merely conclusory. See Citigroup, 96
A.2d at 128 n.63 (“Directors of a committee chargetth oversight of a company’s risk have
additional responsibilities to maar such risk; however, suchsgonsibility does not change the
standard of director liability under Caremariddts progeny, which tpiires a showing of bad
faith.”).

Therefore, the Court finds that under the @aaek standard, Plaintiff has not shown with
particularity a substantial likelihodtat Director Defendaatacted in bad faith in failing to addres
the alleged internal control problems.

2. Issuance of Misleading Statements

In her Opposition, Plaintiff alleges thaefendants are liable for making misleading
statements regarding (a) VeriFone’s growth tiie) performance of Vdfone’s acquisitions, (c)
VeriFone’s performance in Europe, Latin Amerarad North America, and (d) VeriFone’s interna
controls. Plaintiff argues thatl eight Director Defendantsad knowledge of the misleading
statements, and failed to issue corrective disclosures. Thus, Plaintiff asserts the Director

Defendants face a substantial likelihood dbiliy for breaching their fiduciary duties by
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knowingly disseminating misleading information t@stholders. Plaintifdlso asserts Defendants
face a substantial likelihood of liability for signilagd submitting misleading filings with the SEC
Plaintiff further argues that Dendants Alspaugh, Denend, Henska] &tiefler face a substantial
likelihood of liability for issuing false and misleadj statements to shareholders as members of
Audit Committee._See InfoUSA, 953 A.2d at 990 (“[S]hareholders are entitled to honest
communication from directors, given with comgleandor and good faitfCommunications that
depart from this expectation, particulavere . . . the directors involved issued the
communication with the knowledgeathit was deceptive or incompde violate the fiduciary duties
that protect shareholders. Sweblations are sufficient to subject directors to liability in a
derivative claim.”).

a. Growth

A number of times, VeriFone represented pri@dd 0-15% organic growth rates. See DKk].

No. 24 11 45, 47, 52. Plaintiff asserts that thprsgected growth rates were inaccurate and
misleading because they were overstated and beBaifsadants failed to disclose various risks
and issues that would ultimétempact VeriFone’s growth.

Defendants argue that the statements maghdang growth rates were forward-looking
projections, and that Plaintiff héailed to plead any facts to shdhat Defendants knew they were
misleading at the time. Defendanoint out that subsequendtgments made by Bergeron noted
that problems were identified “in retrospeot”“with hindsight,” and that Bergeron never
acknowledged that any prior statemt was false when made.

Plaintiff has failed to meet tHagh standard required to establish a substantial likelihood
liability for Defendants’ dissemation of misleading statememegarding VeriFone’s projected
growth. Plaintiff does not pleadf§icient factual detail to give se to a substantial likelihood that
Defendants had knowledge that thrganic growth projections wemisleading at the time they
were issued, nor that they had knowledge ofisles which would ultimately impact growth rates

and intentionally concealeddm from shareholders.
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b. Performance of Acquisitions

Plaintiff asserts that Beegon’'s December 14, 2011 statamhconcerning VeriFone’s
takeover of Hypercom (“significamperating synergies”) was misleagliras Bergeron later stated
on March 5, 2013 that VeriFone had “lost marketrsHor sure since thdypercom acquisition”
due to “a few revenue dissynergies, and sonje/liich] was self-inflicted through some poor
management as to resources and some unédstment,” showing thahe integration of
Hypercom was not going as smoothly as oridgynstated. Dkt. No. 24 1 36, 74. Bergeron also
stated that the acquisition of Point had led Mene towards a goal of “50% services revenue by
the end of fiscal year 2015.” Id. 1 36. Plaingiffites this was also meslding and inaccurate.

However, the Court finds that Plaintiff fatis plead sufficient facts to demonstrate that
Defendants knew or should have known of thesreid integration problems at the time the
allegedly misleading statements were made. Theshas failed to raise a substantial likelihood
liability for Defendants’ issuanoaf allegedly misleading statentsiregarding the performance of
VeriFone’s acquisitions.

c. Performance in Europe, Latin America, and North America

On May 24, 2012, Bergeron stated that demand in Europe was not changing, and the
VeriFone continued seeing “good demand.”t.o. 24 1 52. However, on February 20, 2013,
when VeriFone released its lower-than-projectest fjuarter results, its press release stated that
the lowered results were due in part to “weacro-economic conditions Burope.” _1d. 1 68.
Thus, Plaintiff asserts that the previous staetmvas misleading. Plaintiff notes that Bergeron

stated that VeriFone was “perhaps living in a quasi state oenial,” thus arguing that he

admitted that the Board knew the statements were misleading at the time they were made. Idl.

Defendants argue that Bergeron statedtti@tiscovery of the economic conditions in
Europe was only made in hindsight, and thusstaéements were not misleading or false at the
time they were made. The Court does not fivat Bergeron’s statement that VeriFone was
“perhaps . . . living in a quasi state of denialéeuivalent to admitting the statements made were

known by Defendants to be untruthful at the time.
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Similarly, Plaintiff argues thd¥lcGinn’s statement that Canadian customers had been lo
due to “an old issue with a new tail” wasiadication that Defendants’ positive statements
regarding North American business were inagtiwhen made. However, the Court finds
McGinn’s statement insufficient to prove that gtatements were untruthfat the time made.
Thus, the Court finds that Plaiif fails to plead sufficient fastto meet the high standard of
establishing a substanitig&kelihood of liability for Defendants.

d. Internal Controls

Plaintiff asserts that Defendaritsled to disclose to invest®that internal controls were
inadequate, thus rendering statements madediegatheir financial projections misleading. As
discussed above, Plaintiff has faitedclearly identify which internatontrols were inadequate or
that Defendants had knowledgetbéir inadequacies. Thus, tBeurt concludes Plaintiff does not
establish a substantial likelihood liability for Defendants’ alleged misleading statements
regarding VeriFone’s inteah controls or the resuitg financial projections.

e. SEC Filings

Plaintiff alleges that seven of the Direcidefendants signed the December 23, 2011 Form

10-K and all eight signed the Forms 10-K esled on December 19, 2012 and 2013, each of which

contained allegedly misleading statements raggrderiFone’s internatontrols. However,
Plaintiff has failed to plead sufficient facts to establish that the statements filed with the SEC
misleading or false, or that tiarector Defendants had knowledgkthe statements’ falsity at the

time they signed them. See Jones exG8K Auto Corp. v. Jenkins, 503 F. Supp. 2d 1325, 1337

(D. Ariz. 2007) (finding that théact that the defendants hadiewved the allegedly false SEC
filings prior to signinghem was insufficient to showahthe defendants had consciously
disregarded the risk that thegrtained errors). Thus, the Codoes not find that Plaintiff has
established a substantial likelihood of liabilioy Defendants’ filing allegedly misleading
statements with the SEC.
f. Misleading Proxy Statements
Plaintiff further alleges tt Defendants filed proxy statements in 2012 and 2013 that

included materially false and misleading statemehtss violating sectioti4(a) of the Securities

16
Case No. 5:13-CV-02379-EJD
ORDER GRANTING DEFENDAN'S’ MOTION TO DISMISS

Vere

y




United States District Court
For the Northern District of California

© 00 N o o b~ w N P

N N N N N DN DN NN R R R R R R R B R
0o N o 0N WN P O ©OW 0o N o 0N WwN B O

Exchange Act (“SEA”). Rule 14a-9, promutgd under section 14(a) of the SEA, prohibits
issuance of a statement or proxy statement whicth&atime and in the lighaf the circumstances
under which it is made, is false or misleading wébpect to any material fact, or which omits to

state any material fact necessary in order to nfaketatements therein not false or misleading.”

17 C.F.R. § 240.14a-9(a). Plaintiff states that2012 and 2013 proxy statements are actionable

because Defendants should have known thattdiements failed to disclose that the Audit

Committee and the Corporate Governance anmuiNating Committee failetb discharge their

responsibilities adequately, and that VeriForm@strols over accounting and financial disclosure$

were deficient and contained financial statem#éraswere false and misleading. Thus, Plaintiff
asserts the Director Defendants face a substdikgahood of liability under 8 14(a) for issuing
misleading proxy statements.

The Court finds that Plaintiff has failed teepdd sufficient factual detail to demonstrate a
substantial likelihood that the Committee members failed to discharge their duties, or show th
VeriFone’s controls were inadequate, or thatfil@ncial statements were false or misleading at
the time made. Thus, Plaintiff fails to establessubstantial likelihood d@irector Defendants’
liability undersection 14(a).

3. Insider Trading

Plaintiff alleges that Defendés McGinn, Raff and Rinehart easbld stock with “actual
knowledge” that the true conditiari VeriFone was being concealed from the public, therefore
violating California Corporatins Code section 25402, and lepiio substantldikelihood of
liability.

California Corporations Code section 25402 makes it unlawful for a director or officer @

the issuing corporation “to purchasesetl any security of the issuerthis state at a time when he

knows material information about the issuer gained from [his position] which would significantly

affect the market price of that security and whgchot generally available to the public, and whic
he knows is not intended to be so available, srheshas reason to belgthat the person selling

to or buying from him is also in possession of the information.” Cal. Corp. Code § 25402.
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However, Plaintiff fails to plead particulaed facts to suppotter assertion that
Defendants knew of any material non-public infatimn. Moreover, Plaintiff makes no allegation
that the contested stock sales were made duéetgedlinsider informationFurther, Plaintiff does
not plead any facts to showatithe contested stock sales@vanusual from previous trading
practices. Even if sales were made while theeDaants were allegedly possession of insider

information, that fact alone is not sufficientdeem them interested. See In re Verisign, Inc.,

Derivative Litig., 531 F. Supp. 2d 1173, 1190-91 (N.DL. @a07) (“[T]here is no per se rule that

makes a director ‘interested’ based solely on geized allegations that he or she sold company
stock while in possession of mag, non-public information.”).

Furthermore, Plaintiff's insider trading ajations are asserted only against two Board
members, McGinn and Raff, and thus insufficialoie to establish a substantial likelihood of
liability for at least half of the board.

B. Independence

A director is deemed “not independent” if e, for any substardl reason, incapable of

making a decision with only the besterests of the corporation in mind.”_In re Oracle Corp.

Derivative Litig., 824 A.2d 917, 920 (Del. Ch. 2004).

Plaintiff asserts three bases upon which simerase a reasonabii®ubt regarding various
Defendants’ independence: (1) the Director Ddénts’ longstanding busss relationships, (2)
McGinn’s dual status as employaed director while serving as KEone’s interim CEO, and (3)
the Director Defendants’ lack of insurancetection under VeriFonelgbility insurance’s
“insured versus insured exclosl.” Defendants contend that nasfethese bases is sufficient to
raise reasonable doubt regarding any Direciadependence for demand futility analysis
purposes.

1. Business Relationships

Plaintiff states that Defelants Alspaugh, Denend, Hatienske, McGinn, Raff, and
Stiefler were not independent because of theiohystf business relationships amongst each oth
However, generalized assertions regarding longstanding busingssstlgs alone are

insufficient to show a lack of independenceee Beam ex rel. Martha Stewart Living Omnimedia|
18
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Inc. v. Stewart, 845 A.2d 1040, 1050 (Del. 2004) (é8ktions of mere personal friendship or a
mere outside business relationship, standing akmeeinsufficient to raise a reasonable doubt
about a director'sndependence.”).

Plaintiff supports her assertion by stating tiet above Defendants were unwilling to hold
their friends and associates lialbibe breaches of fiduciary duties. aiitiff states that all Director
Defendants had direct knowledge that Bergenomh Dykes had made repeated misleading and
inaccurate statements about VeriFone’s businesdaited to sue either, gave Bergeron a genero
compensation package upon his resignation, andlfenlehange VeriFone’s internal controls.
However, Plaintiff has failed to sufficiently plead that Def@md had “direct knowledge” that
either Bergeron or Dykes madesleading statements, so neitiifendants’ failure to sue
Bergeron or Dykes, nor Bergeron’s severance package support heoasdeDefendants’ lack of
independence. Similarly, Plaintiff has failedolead sufficient facts to establish that Defendants
knew or should have known the internal controlsenradequate, and thtiseir failure to change
them does not support her assertion dieDdants’ lack of independence.

Thus, the Court finds that the Director Dedants’ business relationships fail to raise
reasonable doubt astleeir independence.

2. McGinn's Status as CEO

Plaintiff further alleges that there is reasoleadoubt as to McGinn’s independence becau

of his dual position as interim CE&hd director. However, the Cousthesitant to find that dual

interim CEO and director statasitomatically raises reasainie doubt as to independeri€e.

19 The authority relied upon by Plaintiff focudesavily on employee-directors’ interest in
maintaining employment. Here, McGinn was sag\vas Interim CEGa temporary position, and
thus it cannot directly be infedehat he had the same levelimterest in maintaining his
employment as the employee-directors in the ceised by Plaintiff. _See Mizel v. Connelly, CIV.
A. 16638, 1999 WL 550369 (Del. Ch. July 22, 1999) ifrpthat the Chief Operating Officer and
Vice President, who were also board membesaish derived their principal income from their
employee status, and would be reluctant to tetmn adverse to the CEQ); Rales, 634 A.2d at 9
(finding reasonable doubt &stwo employee-directors becaudeaheir substaml interest in
maintaining their employment and the significanfluence exerted over them by the company’s
Board and Executive Committee); In re dgg-oods, Inc., 919 A.2d 563, 583 (Del. Ch. 2007)
(finding that the CEO-directarould reasonably be inferredlbe not independent because his
significant compensation depended on “continued daweol” of the other directors in the family
run business, who had alreadseln deemed “interested”).
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Furthermore, even if the Court found Plaintiff had sufficiently raised reasonable doubt as to
McGinn’s independence, this only implicates one of eight Director Defendants.
3. Insured v. Insured Exclusion

Plaintiff argues that as the Director Defendants would not be protected by VeriFone’s
liability insurance had they sued themselves (under the so-called “insured versus insured
exclusion”), but are covered if the suit is brought derivatively, Defendants would not have brought
suit even had demand been made.

However, the “insured versus insured exclusion” is not a sufficient basis alone to raise

reasonable doubt regarding directors’ independence and thus excuse demand. See. e.g., Jones ex

rel. CSK Auto, 503 F. Supp. 2d at 1341 (noting that the “insured versus insured exclusion” is
“routinely rejected” by courts as a basis for pleading demand futility). Therefore, the Court rejects
Plamntiff’s argument that demand was excused based on VeriFone’s liability insurance coverage.
V. Conclusion

As no demand was made on the Board prior to filing this action and Plaintiff has failed to
plead sufficient particularized facts to show demand futility, Defendants’ Motion to Dismiss will

be GRANTED with leave to amend.

IT IS SO ORDERED
Dated: August 7, 2014

&Q.QOM

EDWARD J. DAVILA
United States District Judge
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