Securities Litigation under the Securities Act
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Introduction

enture capital is a type of private

equity capital typically provided

to smaller, high-potential, com-
panies in the interest of generating a
large return through an eventual realiza-
tion event such as an initial public offer-
ing (“IPO”) or sale of the company.!
Venture capital investments generally
exchange cash for shares in the invested
company.”

The venture capital industry has
played a significant role in the growth
of the U.S. economy.® Venture capital
is widely accepted as an important pro-
cess in the nurturing of entrepreneurs
and the establishment and growth of
start-up firms.4 Venture capital provides
enterprises with a life-line—the cash that they need to grow.
Because so many of these companies offer innovative products
and services, venture capitalists perform a vital function for the
economy: allocating funds, through expert selection and manage-
ment, in order to bring the most promising inventions to life.®
Since start-up companies lack an established operating record,
standard commercial sources of financing are typically unavail-
able.” Because of this, entrepreneurs seek the assistance of venture

capital to obtain financing for their start-up companies.®

... venture capitalists perform a vital function
for the economy: allocating funds, through
expert selection and management, in order to

Lbring the most promising inventions to lifeJ

The primary objectives of U.S. securities laws, as adminis-
tered by the Securities and Exchange Commission (“SEC”), “are
to protect investors and ensure that securities markets are fair, effi-
cient, and transparent.”® The Securities Act of 1933 (“Securities
Act”) and the Securities Exchange Act of 1934 (“Exchange Act”)

allow the SEC to create rules to protect investors.!” The primary

purpose of both the Securities Act and the Exchange Act is to
ensure that institutions that offer securities provide full and fair
disclosure to the investing public.!’ The Securities Act requires
that such disclosure be made in the registration statement that a
company must file with the SEC as part of the company’s public
offering process.12 Pursuant to Section 5 of the Securities Act, it
is unlawful to sell or offer to sell any security unless a registration
statement has been filed with and declared effective by the SEC
or unless the transaction is exempt from the registration require-
ments.!3 The Exchange Act requires full and fair disclosure for
companies engaged in securities trading and requires periodic
reporting by registered companies.'* Such companies are tradi-
tionally ones that are publicly traded on exchange markets like
the New York Stock Exchange and the NASDAQ.!3

Litigation

Securities laws govern the methods of raising capital for busi-
ness purposes. The federal securities laws, specifically the Securi-
ties Act and the Exchange Act, have traditionally been problematic
for established public companies and their major institutional
investors.'® Once considered untouchable, venture capitalists are
finding themselves increasingly embroiled in litigation relating to
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their business activi-
ties. Plaintiffs law-
yers are increasingly

federal

securities laws to go

using the

after venture capital
funds. This is usu-
ally because of the
increased participa-
tion of venture capi-
tal funds in financing
public

and the

importance of pri-

companies,
increased

vate transactions in
the financial market-
place.!” Venture cap-
ital firms and their
general partners have been sued for fraud, breach of contract and
securities law violations relating to their firm’s investments in, or
dealings with, portfolio companies. This article offers examples
of the types of emerging litigation involving venture capital firms
brought under the Securities Act and Exchange Act.

The Exchange Act requires full and fair
disclosure for companies engaged in
securities trading and requires periodic

L reporting by registered companies.

y

Securities Act Liability

One of the most common lawsuits relating to the Securi-
ties Act is the allegation that a company and its directors have
made material misstatements in the company’s prospectus and
registration statement. A venture capital manager who served as a
director of a company at the time the company went public may
be liable for material misstatements included in the company’s
prospectus and registration statement. In Warman v. Overland
Data,'8 several venture capital funds that had representatives
serving on the board of Overland faced allegations in a class
action that alleged that the company’s IPO prospectus and regis-
tration statement were false and misleading. The court denied the
defendants’ motion to dismiss because the court did not believe
the funds were in substantial control of the company through
their representatives.!? In In re Stac Elec. Sec. Litig.,** several
members of the Stac board faced allegations that Stac did not
disclose the fact that Microsoft was about to release a competing
product at the time of the company’s IPO. The court affirmed
the dismissal of the claims against the venture capital fund.

Exchange Act Liability

In fraud cases aris-
ing out of misstatements
in corporate financial state-
ments, plaintiffs commonly
allege that venture capital
funds and their representa-
tives are “control persons,”
over a company being
financed. Plaintiffs also
commonly assert a “group
pleading” theory. Plaintiffs
allege that given the posi-
tion of control of the fund
or its representatives over
the financed company, the
fund is responsible for any
fraud committed by the
company. In Strassman v. Fresh Choice,*' a venture capital fund
was among other defendants sued in a class action where it was
alleged that the venture capital fund, the largest sharcholder of
Fresh Choice and a representative on the board, knew the com-
pany issued false and misleading statements in order to inflate
the stock price. The suit against the venture capital fund was dis-
missed because the court held that the fund was not a controlling
person.?? In another case, Robbins v. HomeTown Buffet,” four
different venture capital funds were defendants in a class action
suit against HomeTown. The plaintiffs alleged HomeTown made
false and misleading statements in its SEC filings as well as in
comments to research analysts.?* The court dismissed the case
because the venture capital funds were not deemed controlling
persons.??

Shareholders of a target company have also sued venture
capital funds under Sections 10(b) and 20(a) of the Exchange
Act, alleging misrepresentations and omissions in financial state-
ments. Specifically, in Dresdner v. Utilizy. com, 20 the founders and
shareholders of a private company acquired in a stock-for-stock
merger sued the acquirer, its officers and directors, and several
venture capital investors for alleged misstatements and omis-
sions in the merger negotiations and the subsequent agreement.
The court dismissed the claims against the venture capital funds
and their representatives on the Utility.com board, holding that
plaintiffs could not use the “group pleading” doctrine to attribute
company statements to non-management directors.?” Recently,
in JSMS Rural v. GMG Capital Investments,*® JSMS sued GMG
alleging fraud under Section 10(b) of the Exchange Act. JSMS
claimed that it purchased a partnership interest from GMG
based on misleading financial statements.?” The court granted
GMG’s motion for summary judgment, stating that the plaintiff
could not recover damages because it was unable to prove a loss
of value attributable to the alleged fraud.*
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Plaintiffs also commonly assert a “group
pleading” theory. Plaintiffs allege that given
the position of control of the fund or its
representatives over the financed company,
the fund is responsible for any fraud
committed by the company.

A w

Insider Trading Allegations

Many lawsuits against venture capital funds allege insider
trading. Plaintiffs accuse funds of trading on non-public, mate-
rial information. In these cases, courts sometimes are reluctant to
dismiss the suits. In the case In re Worlds of Wonder Sec. Litig.,!
several venture capital funds and their representatives on the
company’s boards faced charges by shareholders that Worlds of
Wonder stock was sold prior to the announcement of bad news
being released. The plaintiffs alleged that the sales were made
based on material, non-public information.?? The court declined
to dismiss the insider trading claims asserted against the venture
capital defendants because the court believed a nexus existed
between the funds and the directors.3> However, in Mitzner
v. Hastings,>* shareholders of Netflix brought a derivative suit
against the company’s directors, which included a venture
capital fund representative. The plaintiffs alleged the defendants
breached their fiduciary duty by trading on adverse, material,
non-public information.> The court dismissed the complaint,

stating that the plaintiffs failed to make a proper demand on the
board.3¢

Conclusion

Due to the greater influence exerted by venture capital
funds in the world of high-finance, litigation is increasing. Plain-
tiffs’ lawyers are increasingly using the Securities Act and the
Exchange Act to sue venture capital firms for alleged abuses. The
trend will probably increase in the future in order to hold ven-
ture capital firms more accountable for the positions they take in
companies. Thus, venture capital firms must assess their liability
when deciding whether to invest and what types of companies
to invest in. Venture capital funds must now keep a vigilant eye
not only on the bottom line but also on the verity of statements
and documents filed with the SEC and communicated to inves-
tors. In this litigious environment, venture capital funds must be
able to recognize and prevent untoward behavior by company

officials.
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