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The sudden Russian attack in 2022 dramatically affected many facets of the Ukrainian economy
as well as the global economy, prompting worry that the war would stop flows of venture capital.
Today Ukraine is not only fighting for freedom. Ukraine continues to implement an ambitious
reform agenda and look for ways to support investment into our economy. It is important time
for economic of innovations and venture investment in Ukraine. To support this, the Ukraine
Redevelopment and Recovery plan that was initiated by the Ukrainian Venture Capital and Private
Equity Association (UVCA). This plan aims to open the Ukrainian venture capital (VC) market to
investors from all sectors and countries of the world who are supporting Ukraine and actively
joining projects for the Ukrainian development.

It is expected to lay the foundation of the framework of the legal regime fostering fast recovery
and economic growth after the war reconstruction. Given the scale of Ukraine’s losses, it's
obvious that Ukraine needs additional help aside from macroeconomic support, among that -
joint investments initiated by the private sector in Ukraine. The highly-developed market of VC
investment might be critical to the country’s recovery and transformation.

The issue of how the correlation between the legal framework that helps attract finance
into Ukraine and its leakage out of the country under the current circumstances and previous
obstacles to VC investments is an important one, and difficult to regulate.

In context of recent legal reforms in Ukraine, our focus on legal framework of VC Investments
in the economy of recovery and reconstruction.

A vast body of research has been carried out to investigate the legal factors which are conducive
to VC Investments, and that may better explain the differences in the degree of development
and performance of VC transactions around the world. However, there has only been a limited
effort in the legal literature to systematize what is known about the institutional factors that
spur VC Investments in Ukraine. This paper tries to close that gap by providing useful legal
and actionable insights that might assist to raise VC Investments through understanding current
tendency of VC deals in the UK. The base is the empirical research of the existing literature on
the institutional and related determinants of VC in the UK.

The aim of this paper is also to propose interesting avenues for future research on the VC
investment process in Ukraine with an outline of how venture deals can be structured. The article
also determines the peculiarities and obstacles of applying the common law to VC Investments
under domestic legislation.

Key words: venture investment, innovation, private investment, venture fund, startup,
reconstruction.

CitTueHko FaHHa. BeH4yypHe iHBeCTyBaHHsI iHHOBaUiWHOI AiA/IbHOCTI: nNpaBoOBi
BHUKJIMKN AN1s1 YKpaiHu B Mi>kHapoagHOMY acrnekTi

PanitoBuit Hanag Pocii y 2022 poui KapAnHalibHO BWHYB Ha 6arato acrekTtiB yKpaiHCbKOI
EKOHOMIKM, & TaKO0X Ha CBITOBI EKOHOMIYHI MPOLEeCH, BUKJINKABLUIY peasibHe 3aHENOKOEHHS Y CBITI
BeHYypHoro kanitaay. OAHaK CborodHi YkpaiHa 60opetbcsi He nmiie 3a ceobogy. YkpaiHa rnpogo-
BXKY€E BrpoBaxXyBaTu aMbiTHy nporpamy pegopm. Lle BaxmBui 4yac 47151 eKOHOMIKN IHHOBaLiu
Ta BEHYYypHUX [HBeCcTuUit B YkpaiHi. Ha nigtpumky uyboro 6yB po3pobneHwii 1n1aH BigHOBIEH-
HS1 YKpaiHu, iHiliioBaHui YKpaiHCbKOK acouiali€ero BEeHYYpHOro 1a npuBaTtHOro Kanitasay, Lo
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Ma€ Ha MeTi BiAKPUTU YKPAIHCbKNA PUHOK BEHYYPHOIo Karitasay A/ IHBECTOPIB 3 yCiX CEKTOPIB
T8 KpaiH CBIiTy, AKi NiATPUMYOTh Ta aKTUBHO [0J1y4aroTbCs [0 NMPOEKTIB PO3BUTKY YKpaiHu.

OJiKy€eTbCA, WO Ue 3aksafge OCHOBY [paBoOBOro pPexXuMy, SKuUn CrpusiTume LBUAKOMY Bif-
HOBJIEHHIO Ta EKOHOMIYHOMY 3pOCTaHHI0. BpaxoByrouu maclitabu BTpat, o4eBUAHO, WO YKpaiHa
notpebye 40AaTKOBOI AOMNOMOr1, 30KpeEMa CrislbHUX NPUBATHUX IHBECTULIN. BUCOKOPO3BUHEHW
PUHOK BEHYYPHUX [HBECTULIIK MOXE MaTu BUPILLASIbHE 3HAaYeHHS /151 BiJHOBJ/IEHHS Ta TpaHCcHop-
mayii kpaiHn.

luTaHHS cniBBIAHOLWEHHS MiX 3aKOHOAaB4Y0t0 6a3010, siKa CrpuUsIE 3a1yYEHHIO (iHaHCIB B YKpa-
iHy, Ta ix BUTOKOM 3 KpaiHW 3a HUHILLIHIX 06CTaBuH i 3 rorniepegHimu nepeLukoaamu A5 po3su-
TKYy BEHYYPHOIro IHBECTYBAaHHSA B YKpAiHi € BaXJIMBUM [ BaXKO perysib0BaHuM, TOMy MU 30CEpes-
WM yBary Ha MUTaHHSX UWUBISIbHO-NPaBoBOro PeryaoBaHHs BEHUYPHUX iHBECTULIN B acrekTi ix
rnoTeHyiasay B HaluioHa/lbHUX EKOHOMIYHUX rpoLecax BiHOBJ/IEHHS Ta PEKOHCTPYKLUII.

byno nposeaeHo 6arato AOC/iAXeHb, MPUCBSAYEHUX BUBYEHHIO NPaBoBUX AETEPMIHAHTIB, SIKi
CrpUsilOTb BEHYYPHOMY [HBECTYBAHHIO, | SKi MOXYTb Kpalle rosiCHUTU BiAMIHHOCTI y CTyreHi po3-
BUTKY Ta pe3y/ibTaTUBHOCTI BEHYYPHUX [OrOBOPIB Y pi3HUX KpaiHax cBiTy. OAHaK y puanYdHIn
aitepatypi 3pobaeHo uiie HEe3HayHi crpobu cucreMaTulyBaTu Te, LUO BiOMO PO IHCTUTYLik-
He cepeaoBullie HaluioHanbHUX BEHYYPHMUX IHBECTULIN. [aHa CTaTTs HaMara€TbCs 3aroBHUTU L0
rnporasanHy 4yepes pO3yMiHHSI MOTOYHUX TEHAEHUIN BEHYYPHOro iHBECTYBAHHS Y MiKHapoAHOMY
acriekti. B ocHoBy pob0oTu NMoK/IaAeHO eMipudyHe AOCTIAKEHHS NITepaTtypu O[O0 iIHCTUTYLIMHNX
JeTepMiHaHTIB BEHYYPHOro iHBECTYBAHHS B @HI/liiCbKOMY rpasi.

Merta cratTi - 3anporoHyBaTu HarnpsiMku A5 ManbyTHIX AOCIAXeHb Mpoyecy BEHYYPHOro
iHBeCTyBaHHs B YKpaiHi y ¢okyci po3rnodatux pecopM. Y cTatTi Takox BU3HAYEHO 0CO6/IMBOCTI
Ta repeLKoAn 3acToCyBaHHSs 3arajibHoro rnpasa [0 BeHYYPHUX IHBECTULIN Y BITYN3HSIHOMY 3aK0-
HOAAaBCTBI.

KnrouoBi cnoBa: BeHYYpHIi iHBeCTuuii, iHHoBauii, npuBaTHi iHBeCTUlii, BeHYypHUN HoHA,

craprari, PEKOHCTPYKLIS.

The law and finance literature have made
evident that it is no easy task to determine
the optimal institutional framework for ven-
ture capital investments, let alone under-
standing how to address existing shortcom-
ings, especially in the context of the needs of
war and post-war economics. It s important
to develop proposals based on the practical
VC market needs, in terms of the “consid-
erable divergence between the law and the
practical reality” [1] that currently exists.

Academics and practical lawyers have
effectively investigated the strengths of the
venture model, played by legal institutions
and the legal framework in these jurisdic-
tions. The structure of VC investment has in
recent years received considerable attention
(Armour, 2002 [1]; Armour and Cumming,
2006 [2]; Cumming, 2014 [5]; Armour,
Bengtzen and Enriques [3], 2017, Gompers
and Kaplan, 2022 [6]).

At the same time, the main question is
what theoretical ideas and practical regula-
tions from foreign jurisdictions might be func-
tional in the domestic legal framework, imple-
mented in adapted form, in the Ukrainian
context, and the impact of particular regula-
tory changes for the design of venture invest-
ment deals in Ukrainian economic recovery.

Often Ukrainian business prefers to use
English law clauses to venture deals. Inves-
tors do not like investing in unfamiliar struc-
tures as it increases their legal due diligence
requirements and creates risk. As pointed
out by Berkowitz et al. in the last three dec-
ades “many countries borrowed from dif-
ferent legal systems, not infrequently in an
attempt to signal to foreign investors from
different countries that they comply with
their domestic legal standards. ... Yet, the
results of these efforts have been mixed” [4].
The question is to what extent the applied
mechanisms will be recognized by Ukrainian
courts, and how useful such provisions will
be in a case of a breach.

Of course, national law at this stage of
development is significantly inferior in the
availability and sophistication of the relevant
instruments for structuring venture transac-
tions, but it cannot be denied that the legal
system is developing, regulation is being
detailed and is improving and already now
there is a set of legal instruments that allow
concluding venture deals, where it makes
senseto specify nationallaw as applicable law.

In the sense of being able to determine
the contents of fund performance to domes-
ticlaw, the question is what legal structure(s)
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are most commonly used as vehicles for
venture capital funds? Venture capital funds
in the US and UK are typically structured as
limited partnerships with the ultimate inves-
tors operating as limited partners, thereby
giving them legal protection in the event of
the failure of the fund, with the general part-
ner (in effect the fund’s managers) assuming
the risk of failure. VC funds, in turn, typically
exercise a high degree of control and mon-
itoring over their investee companies, and
use a range of legal mechanisms to this end
including board membership, equity stakes,
and staged financing using debt covenants
to set targets for firms. Funds are able to
tolerate a significant failure rate among
entrepreneurial start-ups by generating
exponentially high returns from a small
number of successful investments, which
may be realised via IPOs and/or trade sales.

Empirical studies show some key differ-
ences between UK-style and US-style trans-
actions, for example, in terms of investor
protections, which can be understood as
responses to agency problems inherent in
the financing relationship. Agency costs and
information asymmetries play a central role
in shaping the contracts used to set up lim-
ited partnerships [5].

The Ukrainian Civil Code lacks an analogue
to Limited Partnership for VC Investments. A
foreign investor is granted the right to enter
into a joint venture with a Ukrainian part-
ner, formally referred to as «a joint activity
agreement», but it is worth delving into tax
and corporate law regulation in a response
for agency costs to understand the actual
impossibility of this instrument.

Even ignoring the fact of tax obstacles,
this form significantly limits the change of
parties to the agreement and the manage-
ment of the fund, any change to member-
ship creates legal complexities. Firstly, in
such a fund, the circulation of participation
rights is significantly more difficult, since the
change of a participant or their withdrawal
is a change in the person in the obligation,
which is fraught with difficulties. Secondly,
it is more difficult to organize management
within the framework of an agreement,
there is no established template for board
membership or the operation of the board’s
powers of oversight and control, as is the
case with corporations.

In practice, when choosing the legal form
of a venture fund, investors and managers
have the opportunity to choose not only
between national organizational and legal
forms, but also between foreign ones. A rel-
atively free choice of jurisdiction is possible
insofar as, the venture fund does not con-
duct entrepreneurial activities (except for
the direct transfer of funds). As a domestic
law creates significant barriers to using the
Limited Partnership form for venture capital
funds, then the practice shows a fund may
simply be incorporated in a foreign juris-
diction, for example US or English law. As
Ukrainian law allows a foreign law to be cho-
sen for the investment VA, if at least one
of the parties is non-resident. To the extent
that domestic organisational forms hinder
their ability to contract effectively with VCs,
they may opt to incorporate elsewhere, even
if the business does not physically move [8].
As a result, the absence of Limited Partner-
ship in the national jurisdiction makes it dif-
ficult, but does not prevent the investor from
creating a fund that is incorporated in foreign
jurisdictions, which to a certain extent exac-
erbates the phenomenon of jurisdictional
competition in the area under consideration.

The logic of the same argument may be
extended to the choice of state of incorpora-
tion for start-up firms seeking to raise ven-
ture finance. But the next question arises
here if a VC fund recovers their investments
through a listing in another country, what
results does it bring for Ukrainian Innovation
market? Allowing this option might increase
the attractiveness of an investment for the
VC firm, but it poses the question of how far
returns from successful start-ups will even-
tually flow out of the country.

Armour emphasizes that here legal entity
structures are excessively rigid and do not
adequately facilitate contracting with a ven-
ture capitalist over control rights and the
balance of ratio risks, this will make the
investment less attractive. The measures
that stimulate demand are likely to produce
a greater return on reform energies than
changes designed to foster supply [1, p. 20].

This has important implications for VC
Investment, suggesting that law reform
efforts designed to stimulate venture cap-
ital finance in Ukraine should be directed
at the structure of the optimal corporate

191



HoBe ykpaiHcbke npaso, Bun. 3, 2023

form of investee company in VC transac-
tions (through the organisational structures
available to entrepreneurs seeking to incor-
porate their businesses in Ukraine), rather
than the absence of LP as a supply side of
VC (anyway, the impact will be felt through
the design of by foreign business entities
used by venture capitalists to structure their
funds as the practice shows).

To be more precise, in Ukraine, a range
of mandatory rules of company law may
create difficulties for venture capitalists. As
we have seen, the legal structure of ven-
ture capital investments is something that
is primarily contractual. The starting point
is @ model of what venture capital invest-
ment involves, derived from empirical stud-
ies in the US. The venture capitalist is a
financial intermediary, who raises funds
from end investors which are then used to
finance small entrepreneurial firms. The
contracts between the venture capitalist
and the investee firms have complex terms
which can be understood as responses to
agency problems inherent in the financ-
ing relationship [1, p. 1]. Would Ukrainian
law allow the Common law system to cover
everything through the VC Investment
agreement (VIA)? For example, we can write
everything down, but in case of a breach,
is there enough practical powers and legal
mechanisms to convert the VIA to enforce
this action set out in the VIA? The further
focus on the legal features under Civil law
regulation in Ukraine and how useful such
provisions will be is debatable in the event
of a breach. In good times legal protections
do not matter but they can do other times.

Venture capital will invest in new com-
panies, many, if not most, of which will not
yet be having a profit, which can be used to
make interest payments on debt, and it is
difficult to predict how much return (if any)
will be generated. Start-up firms with devel-
oping new technologies are looking for VC
investments is that many lack liquid assets.
The key feature that allows the financial
contract to work is the ability of the investor
to take control of the assets should a default
occur which makes credible their threat to
enforce in bad states [7].

However, since the businesses are nas-
cent, venture capital investors will take a
disciplined and holistic approach in evaluat-

ing not only the viability of the business idea,
but also the motivation and background of
the entrepreneur, which is not amenable to
enforcement by an investor.

To be more precise, “it is impossible for
the entrepreneur to alienate the human cap-
ital. However, by making greater cash flow
rights vest over time, the entrepreneur can
be ‘locked in’ to the business. This is typically
achieved through option vesting schemes,
whereby the executives are given options
to purchase stock provided that they remain
with the firm for a fixed period. Further-
more, entrepreneurs usually also sign cov-
enants not to compete, which apply should
they cease to work for the firm”[1, p. 7].

More notably in this situation, taking into
consideration that VC as an asset class is
different, to give the investors desired com-
mercial effect for those circumstances this
particular feature - a ratio of risk — has to be
structured in a particular way to give more
control than it normally would.

There is a tendency that Investment
agreements to provide for a wide range of
control rights to be given to the venture cap-
italists as a particular structure between gen-
eral partner (GP) and limited partners (LP),
between managers of the Fund and investors
of the Fund, agency costs between the VC
Fund as the whole and the investee company,
the managers of investee company.

It should be noted from the outset how
these key elements of a venture deal are
based on Ukrainian legislation. How the
domestic legal rules work to frame the whole
concept - shareholder rights, managers
rights, creditors rights. Are these features
correctly framed to facilitate this type of
investment right now in an international con-
text? A serious consideration is whether the
law is flexible enough in Ukraine. It is there-
fore necessary to consider which provisions
of English Law do not apply and to check
carefully that those could be properly car-
ried on under the whole concept of Ukrain-
ian Civil law regulation. Also, it is important
to identify those that would be applicable,
but with specific exclusions and amend-
ments to reflect the domestic requirements
of VC investment, as well as other appropri-
ate changes for financial flow to the inves-
tee company that need to be covered by the
design of VC deals.
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The Law of Ukraine "On stimulating
the development of the digital economy in
Ukraine" adapted the following elements
of the system of common (English) law:
convertible loan, option, liquidation prefer-
ences, warranties, and indemnities. How-
ever, the question of the feasibility of using
elements of English law within the frame-
work of Ukrainian jurisdiction immediately
arises, because the legislator justifies the
innovation by the fact that it will allow all
market participants, including foreign inves-
tors, to invest on clear terms through the
familiar mechanism, is it really so?

Thus, for example, Article 29 of this
Law established the concept and features
of a loan agreement with an alternative
obligation.

Therefore, if we proceed from the legal
regime established in Ukraine when conclud-
ing such a contract, the above obligations
can be implemented only voluntarily if both
parties in the future show a desire to ful-
fill them. Based on the legal nature of the
loan agreement, the investor will definitely
be able to demand the return of funds, at
the same time, the obligation to transfer the
debtor's shares (parts) into the ownership
of the creditor against the debt cannot be
forcibly implemented, since the turnover of
securities is regulated by law in Ukraine and
for the transfer of shares into the ownership
of a third party requires a legal basis - a
relevant sales contract concluded in accord-
ance with the requirements of the law. It is
not known whether the debtor will increase
its own authorized capital, it is assumed that
the final decision is made depending on the
valuation of the startup at the time of loan
repayment, which is an additional risk for
the investor. The creditor will not be able
to legally force the debtor to increase its
authorized capital, since such an obligation
cannot be realized by the debtor himself,
it depends on the corporate decision of his
shareholders (participants).

In order to achieve the necessary result
for a venture investor, practitioners are sug-
gested to use termination by offsetting coun-
terclaims under Art. 601 of the Civil Code of
Ukraine. In particular, for joint-stock compa-
nies at the regulatory level, it is possible to
pay for such shares by offsetting counter-
claims with the issuer, if the issuer has mon-
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etary obligations to the shareholder (future
shareholder) upon additional issuance of
shares. For limited liability companies, such
rules are not established. Still, there is no
prohibition, so it can be assumed that coun-
terclaims can also be counted on the basis of
the general provisions of the law of obliga-
tions. Therefore, choosing such a method of
venture capital investment in local Ukrainian
startups, one should not reject the situation
that in the end the investment can be trans-
ferred exclusively as returning an ordinary
interest loan.

The primary purpose of the representa-
tions and warranties is to provide the inves-
tors with a complete and accurate under-
standing of the current condition of the
company and its previous history so that the
investors can evaluate the risks of invest-
ing in the company prior to subscribing for
its shares. Investors expect those providing
representations and warranties about the
company to back them up with a contractual
obligation to reimburse them in the event
that the representations and warranties are
inaccurate or if there are exceptions to them
that have not been fully disclosed.

Accordingly, in the absence of fraud, ven-
ture investors are unlikely to look to the
investment agreement warranties as a prin-
cipal remedy if something goes wrong in
the investment. Instead, they will look first
to the various mechanisms included in the
documentation designed to assist them in
an underperformance situation and, where
appropriate, will seek to bring about a suita-
ble change in management. This is not to say
that the investment warranties do not really
matter or should not be taken seriously -
they are particularly important in ensuring
that any information known to the manag-
ers which may be relevant to the investment
decision is flushed out [9, p.121].

For convenience, in the summary which
follows the investment agreement warran-
ties do allocate risk contractually, but it is
important to bear in mind that they usually
provide a very limited remedy in this con-
text, as there are several reasons why a
venture investor is likely to choose not to
bring a warranty claim against a manager
under the investment agreement, even
if there is a valid potential claim. In some
cases, “the managers may still be valuable
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to the business. Unless the circumstances
surrounding a warranty breach are so gross
as to call into question the confidence which
the private equity investors can place in the
managers, the fact that there is a potential
warranty claim against the managers does
not, in itself, preclude the fact that the man-
agers may still be of continuing value to the
business. In an underperformance situation,
for example, a relevant manager may still be
the best person (or part of the best team)
to turn around the investment. In that sit-
uation, bringing or threatening to bring a
warranty claim against that valuable man-
ager or management team would be a mate-
rial disincentive, and could have an adverse
effect on the present and future prospects of
the investment itself as a result” [9, p.121].

As the other example, importance of rep-
utational risk to the venture investor. There
can be adverse consequences for the inves-
tor if it becomes known that it is too readily
prepared to bring a claim against managers
(at least in the absence of fraud). Not only
is there a risk that this would suggest that
they had backed the wrong managers, but it
may also make future management teams
and their advisers more hesitant to deal with
that Venture Fund (or, at least, to give war-
ranties to it), and accordingly favour a less
trigger-happy rival investor in negotiations
on future deals. This would be the case, in
particular, where there was a suspicion that
the VC investor was simply trying to recover
its investment because the business had
failed (as opposed to any fraud or similar
gross impropriety surrounding the giving of
the investment agreement warranties).

One very important aspect of the war-
ranties in the investment agreement is the
desire on the part of venture capitalist to be
able to proceed against one manager with-
out having to proceed against all of them (or,
for example, to be able to compromise or
release a claim against one manager without
affecting any claims against the others). So,
in the case of the implementation covenants
of warranties in Ukrainian context, it will
work to elicit disclosure, but for purpose of
allocating risks, it is more for how the corpo-
rate governance might be design in the ven-
ture deals, based on the given information.

We now turn to consideration of corpo-
rate governance and how currents changes

may affect venture capital investments in
Ukraine. For, example the VC Fund appoint
the managers to seats in the board of the
investee company to observe what they do -
it’s not like a normal listing company where
the ownership and control are very clearly
separated. For these reasons, our intention
is to set out the general overview of corpo-
rate governance with the focus on control
rights under Ukrainian legislation.

Notwithstanding the fact that in many
situations, VC investors have a major-
ity equity interest, it is still usual to find
express provisions in the investment agree-
ment dealing with the ability of the inves-
tors to appoint and remove directors. As a
matter of general Ukrainian company law,
shareholders with a majority of the votes
available in the general meeting would have
the power to do this in any event.

The position varies more widely where
investors have a minority stake. “Some
investors will insist on a hard right to appoint
or remove directors being granted in favour
of the investors” [9, p. 133]. The next exam-
ple should not be taken as a representing
instance. The each case will be different
and will need to be handled on an individ-
ual basis, but it is always a question of bar-
gaining power. Case in point, the investment
agreement will enable the venture investors
will have the right to appoint one director
(the investor director), who will have the
same rights as all of the other directors of
the investee company as long as the investor
holds no less than 5% of the issued shares
in company.

In addition to the right to appoint a direc-
tor, for so long as the investor holds any
shares in the company, the Fund will have
the right to appoint one board observer.

On January 1, 2023, the Law on Joint
Stock Companies came into force, aimed
at adapting national legislation to interna-
tional corporate governance practices. One
of the most important changes is the right of
Ukrainian companies to establish boards of
directors, which are an alternative to super-
visory boards, which in Ukraine do not always
meet expectations. In practice, in addition
to the general meeting of shareholders (par-
ticipants), most Ukrainian companies have
only an executive body - the board, man-
agement board or a single director.
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A positive step is the possibility of apply-
ing an alternative structure of cooperative
management, which combines the func-
tions of supervision and management in one
body - the board of directors, which includes
executive directors who manage and non-ex-
ecutive directors who control the executive
directors. Thus, shareholders on the board
of directors have levers of effective control
over the business (there is a readiness to
step back from operational management but
a strong tendency to have access to oper-
ational information, close communication
with directors, and the ability to intervene at
a critical moment). In contrast, in a system
where the supervisory board is separated
from management, supervision is mostly
delayed, which reduces the effectiveness of
the operational response, which is of particu-
larimportance for venture capitalinvestment.

A venture capital investor will normally
subscribe to a preferred class of shares.
These are shares to which certain rights
attach, that are not shared by ordinary
shares held by the founders and others. It's
obvious, VCs require additional protective
provisions and consent rights because "in
most cases, they are investing much larger
sums than the founders (whose investment
usually takes the form of good ideas, time,
and a small amount of seed money) and at
a much higher valuation." Alternatively, this
can be compensated for to an extent by cre-
ating special rights for certain shareholders
in the investment documentation.

The purpose of these rights is to pro-
tect the investors from the company taking
actions, which may adversely affect the value
of their investment, take consent rights, for
instance. The venture capital investors nor-
mally require that certain actions cannot
be taken by the company without the con-
sent of the holders of a majority (or another
specific percentage) of their class or series
of shares (investor majority). Sometimes
these consent rights are split between con-
sent of an investor majority, consent of the
investor director(s) or consent of the Board.
Typically what requires investor majority
consent and what requires investor direc-
tor consent would relate to major changes
in the company such as changes to share
classes and share rights, changes to the
company'’s capital structure, issuance of new

shares, mergers and acquisitions, the sale
of major assets, winding up or liquidating
the company, declaring dividends, incurring
debts above a certain amount, appointing
key members of the management team and
materially changing the company’s business
plan. Whereas operational matters that need
more urgent consideration by the Board
would continued to be left for board consent.

It is worth showing several examples of
practical applications that demonstrate the
demand for boards of directors in Ukraine.

First, the shareholder retains control by
delegating management. The venture capi-
tal investors will also have less control over
the company’s day-to-day operations than
the founders, who typically remain closely
involved in management. But by delegat-
ing operational management to directors,
shareholders or their representatives can
join the board of directors. This gives them
the opportunity to participate in real-time
discussions of important company issues, up
to and including the veto right to directors'
decisions. It is important that such partici-
pation is not postponed until the next super-
visory board meeting.

Having executive directors on the board
alongside shareholders balances manage-
ment and control. A shareholder does not
have to be a permanent CEO and deal with
day-to-day operational matters. At the same
time, the shareholder retains the ability to
promptly correct the work of the directors.

Second, this corporate governance sys-
tem is familiar to foreign investors. As noted
above, investors structure Ukrainian ven-
ture-funded business projects through a
foreign country to have better protection
of property rights and access to an efficient
legal system and alternative dispute reso-
lution, which includes familiar and well-es-
tablished business practices. It is important
for investors to find a balance that allows
them to effectively monitor and guide man-
agement, but without overly interfering with
day-to-day operations.

The board of directors helps to achieve
this balance through fruitful cooperation
between the CEO and other executive direc-
tors together with investor representatives.

The third argument - the introduction of
the board of directors is an important step
towards harmonization of Ukrainian legisla-

195



HoBe ykpaiHcbke npaso, Bun. 3, 2023

tion on contractual regulation in the field of
corporate law, as it simplifies the approval of
contracts for VC Investments.

Companies hold general meetings from
time to time to agree with shareholders on
various business issues, including routine
ones. The more shareholders there are, the
more difficult it is to approve, as sharehold-
ers may be unavailable or have different
views on the transaction, which can delay
or even derail the company's transactions.
Failure to approve and therefore failure to
execute a deal means very often losing an
opportunity for the company. And the exe-
cution of a transaction without approval cre-
ates a risk for the company (challenging the
agreement) and the director (exceeding the
authority). This dilemma can be solved by
appointing several shareholders to the board
of directors. They will promptly approve
major transactions for management, except

for the most critical ones, for which a meet-
ing with the participation of all shareholders
will be convened.

The structure of English corporate law, as
we have seen, has tended to permit share-
holders to control many aspects of the man-
agerial agency problem without the need for
litigation.

Bearing these points in mind, the cur-
rent legislation changes presented in this
review suggest there is a case for looking
again at the way the legal framework of Civil
law affects VC Investment more widely than
just implementing changes in the law “About
joint investment institutions”. Understanding
the whole concept of Civil Law is particularly
valuable in relation to shareholder rights,
managers' rights, and creditors' rights for
framing the legal institute of venture capi-
tal investment that reflects the needs of the
practice and global transactions trends.
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