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Venture Capital Management Liability

Litigation Examples
Fraud and Securities Claims

Atlantec Inc. Litigation. The founders of Alantec sued three venture capitalists and the partnerships with which they were associated. The founders had been forced out of the company when it was foundering. After regrouping under new management, the company went public and ultimately was sold for $770 million in 1996. The founders alleged that the venture capitalists seized control of the company and diluted the value of the founder’s holdings by issuing new stock at below market prices. The founders charged that they lost the rights to stock ultimately worth $40 million. After 18 days of testimony before a jury, the case settled for $15 million prior to closing arguments.

In re Alert Holdings, Inc. Litigation. A venture capital corporation loaned and invested substantial monies to Alert Holdings, a parent company that conducted its business through a number of subsidiaries. The venture capital company obtained one seat on the board of directors and various rights through its securities holdings and loan agreements. After the company filed for bankruptcy, lawsuits were filed against the venture capital company and its directors and officers by public investors, the bankruptcy trustee and other company insiders. The lawsuits alleged that the venture capital defendants dominated and controlled the company, caused it to enter into various speculative investments in order to make it more dependent upon the venture capital company, forced the company to enter into unreasonable loan transactions with the venture capital company, undertook a scheme to acquire control of the company, failed to identify and respond to continuing financial deterioration of the company, and misrepresented to investors the true condition and prospects for the company. The litigation was settled pursuant to which the venture capital defendants and their insurers collectively contributed approximately $24 million.
Bozsi Ltd. Partnerships v. Lynott, 676 F. Supp. 505 (S.D.N.Y. 1987). Managing directors and co-chief executive officers of a venture capital company were sued by directors and officers of Tacoma Boatbuilding Co., by way of a third party complaint which alleged a failure by the venture capital defendants to investigate adequately Tacoma Boatbuilding’s finances and further alleged the dissemination of misleading documents. (The Tacoma Boatbuilding directors and officers had themselves been sued by investors in Tacoma Boatbuilding.) The suit concerned the alleged loss of a $12.5 million investment upon Tacoma Boatbuilding’s bankruptcy

Bowers v. Allied Capital Corp. 1991WL 335252 (D. Maine 1991). Plaintiffs, who were the founders of Consolidated Auto Recyclers (“CAR”), alleged that the defendants, including a venture capital firm, and several of its officers and affiliates, conspired to fraudulently acquire ownership and control of CAR without compensating the plaintiffs for their interests in the company as its principal stockholders. Plaintiffs’ complaint was based upon RICO, federal securities laws, and a number of state law claims. Plaintiffs sought $63 million in damages.

Strassman v. Fresh Choice, Inc. 1995 WL 743728 (N.D. Cal. 1995). Purchasers of Fresh Choice shares brought a securities class action against Fresh Choice, its largest shareholder, Rosewood Venture Capital, Inc. and six individual directors and officers of Fresh Choice, including a director who was also a principal of Rosewood. Plaintiffs alleged that the defendants issued false and misleading information about Fresh Choice to artificially inflate the price of its stock. Plaintiffs alleged the defendants misrepresented Fresh Choice’s prospects for adding new restaurants, issued misleading optimistic earnings projections, and misrepresented Fresh Choice’s financial condition.

Macksey v. Egan, 36 Mass. App. Ct. 463, 633 N.E.2d 408 (1994). A shareholder in Extraversion, Inc. brought suit against the individual general partners of a venture capital partnership for deceit, breach of contract and violation of consumer protection laws. The plaintiff alleged breach of an agreement under which the venture capital firm and its individual general partners would gain control of Extraversion and purchase plaintiff’s shares.

Alexander v. Centrafarm Group, N.Y., 124 F.R.D. 178 (N.D. Ill. 1988). Shareholder in Centrafarm brought derivative and class action claims for securities fraud and state law violations against directors and controlling shareholders who took the corporation private. Named defendants included Warburg Pincus & Company and Lionel Pincus, the managing partner of Warburg Pincus and a director of the company. Other Centrafarm directors affiliated with venture capital firms also were named as defendants. Plaintiff alleged that the defendant directors and controlling shareholders of Centrafarm prepared and disseminated a proxy statement which was false and misleading.

In re Ross Systems Securities Litigation, 1994 WL 583114 (N.D. Cal. 1994). Venture capital firm general partners, who were also corporate directors of Ross Systems, Inc., were sued in a class action for allegedly knowingly and/or recklessly issuing misleading statements designed to keep Ross’ stock prices artificially high in order to sell shares at inflated prices. Plaintiffs alleged liability of the individual defendants based on theories of aiding and abetting, conspiracy and control person liability. Ross reportedly settled the suit by distributing $3.5 million in stock to plaintiffs.

Walmart v. Amazon.com. In October 1998, Walmart Stores, Inc. filed a lawsuit against Amazon.com Inc. and its main venture capital investor Kleiner, Perkins Caufield & Byers in state chancery court of Benton County Arkansas. In Walmart’s complaint it charged that Amazon.com, Drugstore.com, Kleiner Perkins and former Walmart executive turned Amazon.com Chief Investment Officer Richard Dalzell all violated the Arkansas Trade Secrets Act by hiring several Walmart information systems employees, as well as employees of firms that consulted with Walmart on its database in connection with starting Drugstore.com. In April, 1999, the suit was settled without any monetary payment. Amazon.com did agree, however, to reassign some of the former Walmart employees to jobs that were not the same as the positions they held at Walmart. Amazon.com also agreed to return information brought over by former Walmart employees related to Walmart’s database of customer and product information. Finally, Amazon.com agreed not to actively recruit any Walmart employees for a year. This suit is another example of how venture capital firms can be drawn into litigation involving their portfolio companies as a result of their participation in strategic decisions by those portfolio companies.
David M. Nickles, Trustee vs. Vestex Corporation. In July 1998 the Bankruptcy Court in this case awarded double the actual damages of $1,248,000 sustained by the Debtor Marketechs, Inc. These damages were sustained when Vestex, a venture capital firm, refused to make payments due under a venture capital investment contract. The Bankruptcy Court found that the principal of Vestex had strung Marketechs along by constantly telling it that the required funding was forthcoming. The Bankruptcy Court further found that this was done to coerce Marketechs into settling for substantially less so that it would be forced to renegotiate the terms of the original agreement in Vestex’s favor. Significantly, the Bankruptcy Court also ruled that the principal of Vestex also incurred liability personally. Citing Massachusetts state court cases, the court wrote that “like a party who commits a tort while acting in a representative capacity, one who commits a violation of [Massachusetts General Laws] Chapter 93A incurs personal liability even though he or she acts as the agent or employee of another.”

Investor Claims

Lincoln National Life Insurance Company v. Silver, 1995 WL 591458 (N.D. Ill. 1995).  The defendant was sued for improper management of two venture capital funds, each of which were limited partnerships run by a venture capital fund that he controlled. The plaintiff, a limited partner, alleged that the fund in which it had invested was supposed to be investing in healthcare companies. Instead, the fund heavily invested in computer companies which the defendant knew were experiencing severe cash flow problems and were on the verge of failing. Plaintiff alleged RICO violations, breach of fiduciary duty, securities law violations and common law fraud. Plaintiff recovered a judgment of almost $23 million, including reasonable costs and attorneys’ fees.

Employment Claims

Foster v. Churchill, 215 A.D.2d 155, 626 N.Y.S. 2d 115 (1995). The discharged former chief executive officers of Microband Companies, Inc. sued venture capital funds and fund managers for tortious interference with employment contracts. Plaintiffs had established Microband and remained as chief executive officers when the company was sold. The plaintiffs alleged that the venture capital funds that had invested in Microband, and the funds’ managers, interfered with the executives’ employment contracts by instigating their discharges “for cause” in order to avoid severance payments.

Mayo v. Schooner Capital Corp., 825 F.2d 566 (1st Cir. 1987). An engineering consultant sued a venture capital company and its president for breach of an alleged oral employment contract. Plaintiff claimed contract damages in the amount of $802,000, plus an equity share of 10-15% in Continental Hydro Corp. Plaintiff asserted that the venture capital company’s president had offered him an employment contract on behalf of Schooner, its president and Continental Hydro.

Claims illustrate potential loss scenarios, and are based on actual claims or hypothetical examples. Insurance policy coverage ultimately depends upon the facts of each case and the terms, exclusions and limitations of each policy.
Crime ( Directors’ & Officers’ Liability ( Employment Practices Liability ( Errors & Omissions ( Fiduciary ( General Partnership and REIT Liability ( Insurance Agents E&O ( Intellectual Property Insurance  

Kidnap/ Ransom & Extortion ( Legal Malpractice (Technology/Digital Insurance

