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I. OPTIONS FOR THE RESOLUTION OF COMMERCIAL DISPUTES IN UKRAINE
Generally, the following four options are available for the resolution of commercial disputes involving Ukrainian parties: 

(1) Local (Ukrainian) courts;

(2) Foreign courts;

(3) International arbitration;

(4) Quasi-judicial mechanisms (mediation, Chamber of Independent Experts under the President of Ukraine).

Below is an overview of each option, including some practical recommendations.

Option #1:  Local Courts 

Despite the common misperception that it is possible to do business in Ukraine and avoid dealing with the local courts by electing the international arbitration mechanism for dispute resolution, at present it is practically impossible to avoid the local judiciary system altogether.  One way or another, foreign companies involved in business in Ukraine may face local courts.  In cases in which international arbitration is elected, the implementation and enforcement of international arbitral awards will be carried out through local courts.  In cases in which no provision has been made for international arbitration, the possibility of ending up in a local court is even more real.  In addition, in many cases reference to international arbitration may not be possible at all -- for example, in the case of violation of foreign shareholders’ rights.  Therefore, anybody doing business in Ukraine must be familiar with the local court system and should be prepared to deal with local courts. 

Like Ukraine’s legal system in general, the judicial system in particular has been undergoing reform for the past several years.  Although a certain progress has been achieved, the judiciary is still quite weak and prone to political and other influences.  Our firm, for example, has been in private practice in Ukraine since early 1992, and so far our experience with Ukrainian courts can be called mixed, at best.

The serious problems of the Ukrainian judiciary are no secret.  The top judicial officials themselves, in their public statements, paint a pretty gloomy picture of our justice system, including serious underfunding of the court system, corruption, a lack of qualified judges, and pressure on judges by various authorities and interest groups.  A notorious example of the latter occurred when a former Prime Minister, during his term in office, announced that the government would stop paying salaries to judges issuing decisions against the tax authorities.  Nevertheless, it should be pointed out, again, that companies doing business in Ukraine must be familiar with Ukraine’s judiciary system.  

Ukrainian state courts are divided into two separate systems: general courts and arbitrage courts (arbitrage courts, despite their misleading name, are not arbitration bodies, but state commercial courts that review business disputes).  It is foreseen in the Ukrainian Constitution that ultimately the two state court systems will be unified, but that has not happened yet. There is also the Constitutional Court, which is independent and is empowered to interpret the Constitution and to review the constitutionality of legislation.  Finally, Ukraine allows arbitration tribunals (treteiskie sudy), including international commercial arbitration, whose decisions are generally enforceable.

Ukraine has an extensive body of legislation (some of which is quite outdated) dealing with court (arbitrage court) procedures, but I would rather like to concentrate on practical recommendations, which are the result of our close to ten years of experience in litigating commercial disputes in Ukrainian courts:

(1) If one needs to litigate against a Ukrainian party in its local region, the chances of winning at the first stage, in the regional court, are very slim.  The pressure on judges in lower courts is too strong.

(2) The system works quickly, and if one cannot always count on a fair trial, especially at the regional level, at least one can count on a speedy trial.

(3) The chances of getting a fair trial at the higher levels of the system are much better, so it is advisable to move as quickly as possible through the appeal stages and do the best at the higher central courts.

(4) Even winning the case in a higher court does not guarantee enforcement.  Enforcement is a big, separate problem.

(5) The claimants should be very careful in deciding on whether to bring a claim at the general court, or at the arbitrage court.  A mistake in choosing a  respective (competent) court may result in invalidation of the entire trial, even if the claim was accepted and litigated and a court decision issued. 

(6) It is important to always stay on the alert: a problem discovered at the earlier stages is much easier to resolve.  

So the situation is not black and white.  There are certain advantages to providing for dispute resolution in Ukrainian courts:


-- the only realistic chance of obtaining a preliminary injunction, like freezing the defendant’s assets;

-- good chances for a speedy trial throughout the system and for fair trial at the top of the system;

-- better chances for enforcement compared with the enforcement of foreign court decisions or international arbitral awards.

Option #2:  Foreign Courts

This option only makes sense if Ukraine has an international agreement providing for the mutual recognition and enforcement of court decisions.  The list of countries having such an agreement with Ukraine is not large:  all of the countries in the Commonwealth of Independent States (CIS), plus a few others such as Bulgaria and Cyprus.  

The downside to this option is the complicated and unclear recognition of foreign court awards in Ukraine, which in turn suggests a much slower, ineffective enforcement.

Option #3:  International Arbitration

This is a most commonly-used mechanism of international dispute resolution involving Ukrainian parties.  This option is perfectly legal under Ukrainian law, especially since Ukraine is a member of the 1958 New York Convention.  In addition, Ukraine recently acceded to the Convention on the Settlement of Investment Disputes between States and Nationals of Other States (the ICSID Convention).  Both Conventions under the Constitution of Ukraine became a part of its national legislation.  In addition, the following provisions of current Ukrainian legislation govern the issues of recognition and enforcement of foreign arbitral awards: 

(i) Articles 34 and 35 of the Law “On International Commercial Arbitration”, dated February 24, 1994;

(ii) Articles 348, 349, 427 and 428 of the Civil Procedure Code of Ukraine; and

(iii) Decree of the Presidium of the Supreme Soviet of the USSR No. 9131-XI, “On the Recognition and Enforcement of Foreign Judgments and Arbitral Awards, dated June 21, 1988, (hereinafter the “Arbitral Award Decree”).

A necessary precondition for international arbitration is that the parties to the dispute must agree on the international arbitration in advance and choose the venue for it.  In terms of choosing the venue, the most popular destination, which Ukraine inherited from the USSR, is international arbitration under the Stockholm Chamber of Commerce.  One venue that we have found not advisable is international arbitration under the Chamber of Commerce of Ukraine.  Its chairman once publicly noted that his arbitration reviewed several cases and most of them were won by “our side”.  He also publicly stated that choosing his arbitration should be made mandatory.  

It is not necessary to spend much time on the pros of international arbitration.  Everyone knows that it is faster, often cheaper, done by qualified experts chosen by the parties, etc.  What are the cons?

(1) It is practically impossible to obtain a preliminary injunction from a local court if the contract provides for international arbitration dispute resolution.

(2) Although the recognition and enforcement of international arbitral awards are provided for by Ukrainian law, and by the New York Convention, to which Ukraine is a party, Ukrainian courts in practice sometimes refuse to take the recognition and enforcement claims, sending the claimants to the Ministry of Justice, which sends the claims back to the court, etc., and the process turns into a bureaucratic nightmare and a waste of time and money.  When a local court is finally persuaded to take a recognition and enforcement claim, it often tries to deny the claim.  Considering that such claims may only be denied on procedural grounds and not on their merits, local courts do not have much room for maneuvering, but they still manage to deny the claims, sometimes on the grounds of public order.  Considering such an attitude on the part of the local courts, enforcement – if the award is finally recognized by a local court -- is also a problem.

Option #4:  Quasi-Judicial Mechanisms

Mediation has not really taken off for commercial disputes, so its effectiveness has yet to be evaluated.  However, the weakness of the judiciary has led to the creation of supplementary, quasi-judicial mechanisms aimed at pre-court resolution (akin to mediation) of disputes between investors and government authorities.  For example, a few years ago President Kuchma created a Chamber of Independent Experts on Issues of Foreign Investment specifically to hear disputes between foreign investors and government authorities. I have been serving as a member of the Chamber since it was created and may certify that, although implementation of Chamber decisions is not mandatory by law, the government authorities pay serious attention to such decisions, and they are usually either implemented voluntarily, or trigger settlement satisfactory to foreign investors.  

II. PREVENTION OF COMMERCIAL DISPUTES

General Comments 

At a conference devoted to dispute resolution, I would like to raise a very important related topic, which is much less popular but nevertheless provides an opportunity to avoid disputes altogether, or at least to improve the chances of winning a dispute. This topic is dispute prevention. 

It has been our experience, both in Russia and in Ukraine, that, in quite a few  cases, a more careful due diligence and consistent follow-up, a more transparent and legally sound transaction, an earlier detection of the problem and, of course, finding a way to secure the deal, would have helped to avoid costly and time-consuming arbitration or litigation.  

There is a long-standing misperception in the West that Ukraine has no laws, and, therefore, it is sufficient for a foreign company to act in a good-faith manner.  The fact is, however, that Ukraine has too many legal rules and requirements.  The business environment there is extremely legalistic, and government authorities and courts, especially if a deal involves a foreign party, insist on strict compliance even with minor technical requirements.  Failure to comply often may result in quite unpleasant surprises for an uninformed party.  There are quite a few examples of authorities attempting (sometimes successfully) to invalidate or significantly penalize multimillion-dollar deals because of fairly minor violations. The same may be true for local partners wishing to get rid of a foreign partner after the investment has been made. The lesson?  Anybody doing business in Ukraine should understand that Ukraine has laws and that these laws must be followed.  True, a foreign investor, after a long and expensive fight, might avoid or reduce sanctions, or reinforce its right vis-à-vis a local partner, but compliance is much more cost effective than subsequent attempts to fight with the authorities or engage in commercial disputes.

Another misperception is that, no matter what Ukrainian law says, whatever is written in a contract will prevail, especially if the contract is governed by foreign law.  The most important thing to remember here is that foreign law is applicable only with respect to the rights and obligations of the parties to the contract, but does not override mandatory procedural and regulatory requirements of Ukrainian law.   

Foreign parties, in their dealings in Ukraine, often confuse trust with good faith, i.e., they somehow believe that if they do not completely trust their Ukrainian  counterparts, they are not negotiating in good faith.  In fact, it is appropriate to negotiate in good faith, but at the same time request and independently verify information relevant to the deal.   Our observation over the course of many years has been that the more competently and firmly foreign executives behave, the more seriously they are taken by their Ukrainian counterparts.  In addition, sometimes Ukrainian businessmen may be either unaware of certain legal requirements, or believe that they are not important.  In this case, it is up to a foreign partner to make sure that the deal itself and its interests in the deal are legally protected.

Whatever the deal, it must have a valid and solid legal basis.  Foreign companies should resist attempts by their local counterparts to convince them that, because of these counterparts’ local contacts, mandatory procedures can be skipped.  Contacts may be very helpful, but the transaction must be legally impeccable.  This way, if contacts become uncooperative or even cease to exist, no one can challenge or invalidate the transaction because it was not legally sound.

There are several means of dispute prevention, with most common and effective being due diligence and securing a deal.

Due Diligence 

Some level of due diligence is always required.  Although many failures of foreign investors in Ukraine may be partially attributed to insufficient or incompetent due diligence, in practice, due diligence is not a magic solution.  Any deal, despite the best due diligence, may collapse, but at least the chances of protecting one's interests are much higher.  Finally, returning to the issue of trust and good faith, due diligence, if it is fair and competent, will not kill the deal.  If a local party refuses to cooperate, that means it was not entirely honest to begin with.  But if it wants the deal, it will appreciate that due diligence is in the best interests of all the parties involved.  

There are many aspects of due diligence, but one of the basic aspects is to clearly understand who exactly is sitting across the negotiating table, i.e., what the legal status is of the Ukrainian company and its executives negotiating and signing the deal, the scope of their authority, liability, etc. The importance of this issue is obvious in any country, but in Ukraine it is especially significant because many Ukrainian government or quasi-governmental entities engage in commercial activity, but the scope of their liability may be quite limited.  Also, government agencies are immune from foreign jurisdiction and, unless they expressly waive the immunity, a foreign court/arbitration clause included into the contract may be useless (with limited exceptions, as, for example, production sharing agreements, for which the sovereign immunity has been waived by law). 

The procedural requirements as to the format of a transaction, as well as regulatory requirements, must always be observed (for example, only properly authorized persons can sign the transaction, it should be done in written form and notarized, it should be registered if required, etc.)

Finally, It is important to consistently follow up on the due diligence to make sure that the deal remains on an even keel during implementation.            

Securing a Deal

Legally, there are many ways to secure a deal in Ukraine, including through a pledge, bank guarantee, suretyship, escrow deposit, pre-payment, etc.  In practice, however, a careful review of the circumstances, as well as of the status of assets offered as security, must be conducted before deciding which option to choose for a particular transaction with a particular party.  

Of course, securing a deal is not a magic solution, either.  A Ukrainian party may default even on a secured deal, but security gives it an extra motivation to treat the deal with greater seriousness.

