


director at OVP Venture Partners in K irkland, W as h.,  told the Seattle Post-Intelligencer that J ohns ton had contacted her about a late-
stage financing jus t one week before his  arrest, and that OV P  was  considering it. “I think very highly of Ignition P artners ,” she told the 
news paper. “If it can happen to Ignition, it can happen to any of us .” (A spokespers on for OV P  told VCJ that S tewart had no further 
comment.)  

As  unus ual as  it s ounds that a C E O and C F O would commit fraud together, the s ame allegation was made in another recent cas e.  In 
October, the U.S . Attorney indicted the former C E O and C F O of Duane Reade Holdings Inc.,  alleging that the pair provided fals e 
information about the drugs tore chain’s  financial condition when negotiating Duane R eade’s  s ale to private equity firm Oak Hill Capital
Partners in 2004.  

“F raud can happen,” says  Steve Fletcher,  a managing director at GCA Savvian,  an inves tment banking firm bas ed in S an F rancisco. “If 
a company’s  executives  really s et out to defraud people, if they make up invoices  or clients , it’s  difficult to detect as  an auditor or a board 
member or an inves tment banker. T he C E O and C F O are the most important executives  of a company. In reality, most of your 
information comes  from them.”  

S till,  it appears  that the alleged fraud at E ntellium would have been uncovered by rigorous due diligence, including background 
inves tigations  and calls  to references and cus tomers .  “It takes  us  longer to do a deal than to have a baby,” says  James Montgomery,  
chief executive officer of inves tment banking firm Montgomery & Co. in S anta Monica, C alif. T he firm worked briefly with E ntellium las t 
summer and was beginning its  due diligence process  when the alleged fraud came to light. Montgomery s ays  his  firm has  “terminated” its  
relations hip with the company.  

 

Why no audit?

An audit would have turned up the alleged fraud, but for s ome reason none was  done for E ntellium. T he Puget Sound Business Journal 
reported that S eattle-bas ed accounting firm Mos s Adams  was  hired to perform multiple audits  for E ntellium, but that none of them was  
completed. Mos s  Adams ’ chief practice officer told the news paper that he did not know why the audits  weren’t completed and that the 
firm is  looking into the matter.  

T he chief financial officer of a S ilicon V alley venture firm s ays  E ntellium is  hardly exceptional in not having undergone a proper audit or 
having investors  who didn’t take that laps e s eriously.  “Many s tartups get an audit because it’s  required by the terms of their V C  
inves tment and/or their bank loans,  but in my experience V C s will typically waive an audit for a startup—at least until the point that the 
startup is  cons is tently generating revenues,” says  the C F O, who asked not to be named.  

V C s are put off by the expense. Audits  typically cos t at least $40,000 a year,  and the price goes up from there. If a company is  in its  third 
or fourth year of being audited, it’s  probably paying close to $100,000 a year, money that inves tors  are sometimes loath to spend, the 
C F O says .  

“We have a couple of companies  that haven’t had audits  done yet because we’re feeding them hand to mouth, and we don’t want to put 
in an extra $100,000,” the C F O notes .   

T he C F O isn’t convinced that a financial audit would have made a difference in the E ntellium case. “T hat information would have 
probably gone into a circular file somewhere,” he says . “We get thes e audited statements  and I don’t think anyone looks to compare 
them to see if things  match up.”  

T hat may change now, thanks  to E ntellium. Carl Metzger,  who concentrates  on business  litigation for tech companies  at law firm 
Goodwin Proctor,  allows that “it’s  uncommon for senior managers  of s tartup companies  to engage in criminal deceit with their 
inves tors .”  

 

Heed the warning

B ut that doesn’t mean V C s  don’t have to 
watch out for it. “T he problem is  that if it does  happen, the cons equences are dire,” Metzger says . “And incrementally, [the E ntellium 
case] does ratchet up what V C s  should be aware of in terms  of potential mis deeds  by portfolio companies . V C s  do have an obligation to 
be diligent about looking for any fraud or wrongful acts .”  

F raud isn’t as  rare as  some believe. Robert Mueller,  director of the Federal Bureau of Investigation,  s aid earlier this  year that the 
number of corporate fraud cas es  that the F B I investigates  has  increased by more than 80% s ince 2003.  

“Y ou always want the pers pective of people who aren’t on the management team and don’t have a direct interest in s imply s ticking to the 
management team’s  s tory.” 
Justin Hibbard 
P rincipal 
Quidnunc G roup 

“I think very highly of Ignition P artners . If it can happen to Ignition, it can happen to any of us .”
Lucinda S tewart 
Managing Director 
OV P  V enture P artners  
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“T oday, we have more than 1,800 agents  working nearly 17,000 white collar cas es , from public corruption and financial fraud to health 
care and mortgage fraud,” Mueller said in a speech to the American Bar Association in April.  

It isn’t clear when the cas e agains t J ohns ton and J ones  will actually be pros ecuted. Carl Blackstone,  the ass is tant U.S . attorney leading 
the cas e, says  he is  still trying to track down where all of the money went.  

If the former executives  are convicted, Ignition’s  mos t recent money trans fer alone could mean a long s tay in jail.  Wire fraud alone is  
punis hable by up to 20 years  in prison and a $250,000 fine.   

As  for E ntellium, it’s  future does n’t look promis ing. In early October, 40 of the company’s  60 employees in S eattle were laid off.  T he fate 
of the company’s  75 employees in Malays ia was  unknown.  

B efore J ohnston and J ones  abruptly res igned from the company, they reportedly told their S eattle employees  that the company was out 
of money.  

E ntellium board members , including Ignition P artners  Managing Director John Roberts and S igma P artners  Managing Director Pete
Solvik,  did not res pond to reques ts  for comment for this  story. 

B y C ons tance Loizos , S enior E ditor 
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