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RUSSIA COMMERCIAL COURT WORKSHOP
RUSSIAN-AMERICAN JUDICIAL PARTNERSHIP

(RAJP)

Rostov-on - Don, Russia
Apri7-9,1999
Sponsored by USAID

DAY 1
Wednesday, April 7

Registration

Welcomes and Opening Remarks
A Anfulin, Vice-Chairman of the Supreme Commercial Court of

the Russian Federation

Judge Betty Barteau, Chief of Party, RAJP

N V Fedorenko, Chair of the Commercial Court of Rostov oblast
L V Efremov, Head of the International Department of the
Supreme Commercial Court

Apphcation of United States Bankruptcy Law
Presentation by Judge Sidney Brooks, United States Bankruptcy
Court

Coffee break

Bankruptcy Trusteeship
Presentation by Judge Sidney Brooks, United States Bankruptcy
Court

Questions and Answers/Panel Discussion

Apphcation of bankruptcy law while considering commercial
disputes

Presentation by O A Naumov, Head of the Analytical Department
of the Supreme Commercial Court

Questions and Answers/Panel Discussion

Lunch

Apphication of Bankruptcy Law

Presentation by N V Fedorenko, Chair of the Rostov Oblast
Court

Questions and Answers/Panel Discussion

Adjourn
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2 00 pm

2 40 pm
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4 00 pm

DAY 2
Thursday, April 8

Apphcation of Bankruptey Law (continued)

Presentation by A K Zhuravsky, Chairman of the Commercial
Court of Krasnodarsky Krai and

Presentation by VS Anokhm, Chairman of the Commercial Court
of Voronezh Oblast

Questions and Answers/Panel Discussion

Coffee Break

Various aspects related to application of bankruptcy Law
Presentation by N G Shimbaryova, faculty member of Rostov
State University

Questions and Answers (Conclusion)

Lunch

Various aspects of applving joint stock companies law
Presentation by G S Shapkina, judge of the Supreme
Commercial Court of the Russian Federation

The Defining Tension 1n Corporate Governance 1n America
Presentation by Justice Joseph T Walsh, Supreme Court of
Delaware

Questions and Answers/Panel Discussion

Adjourn



DAY 3

Friday, April 9
930 am Corporate Criminal Liability 1n the United States
Presentation by Justice Joseph T Walsh, Supreme Court of
Delaware
11 00 am Questions and Answers/Panel Discussion

11 30 am Coffee break

11 45 am Various Aspects of Applying Corporate Law
Presentation by S S Karpachyova, Chair of the panel of the
Commercial Court of Volgograd Oblast and
by NV Kondaurova, Chair of the panel of the
Commercial Court of Rostov Oblast

12 00 pm Questions and Answers, Discussion

1 00 pm Closing remarks

3 00 pm Farewell Luncheon




JUDGE BETTY BARTEAU, Chief of Party, Russian-American Judicial Partnership

After receiving a law degree from Indiana Umiversity School of Law - Indianapolis, Judge
Barteau was 1n private practice for 10 years During this time she also served as a deputy
prosecutor, a defense attorney, county attorney and as a city court judge She was elected to the
Marion Superior Court 1n Indianapolis, Indiana 1n 1974 where she served for 16 years In 1991
she joined the Indiana Court of Appeals, leaving that court in 1998 to become the Chief of the
Russian American Judicial Partnership, a USAID funded project of the National Judicial College
and Chemonics International based in Moscow, Russia  Thus project 1s providing and developing
judicial education and training for the Commercial and General Jurisdiction courts of Russia, as
well as working with the courts in the development of technical support systems and legal
publications

Judge Barteau received her LLM 1n the Judicial Process from the University of Virgima School
of Law 1n 1994 She 15 past president of the Association of Family and Conciliation Courts and
was a founding member of the National Association of Women Judges She has received many
awards including bemng named Indiana Women of the Year in 1978 for her contribution in
furthering equality for women in the business and professional fields

Judge Barteau 1s a 1975 graduate of the National Judicial College, has been on the faculty since
1978, and was the 1993 recipient of the Griswold Award for Excellence 1n Teaching She was a
charter member of the NJC Faculty Council and served as its chair for the year 1990

JUDGE JOSEPH T WALSH, Supreme Court of the State of Delaware

Recerved B A with honors from LaSalle College, Philadelphia, in June, 1952 and received
L LB degree from Georgetown University Law School n September, 1954 Was a member of
the Editonial Staff, Georgetown Law Review Graduate - Judge Advocate General’s School -
University of Virginia, 1956 Admutted to District of Columbia Bar, October, 1954 Admuitted to
Delaware Bar, March, 1955

Engaged mn general practice of law 1n Wilmington, Delaware, from 1958 to 1972 Served as
Chuef Attorney for the Legal Aid Society, 1958-60 Attorney for House of Representatives of the
General Assembly, 1960-62 Chief Counsel to the Public Service Commuission of Delaware, 1962
to 1970 Special Counsel to the Public Service Commussion, 1970-72 Counsel to Wilmington
Parking Authornity 1962-72

Apponted Associate Judge, Superior Court of the State of Delaware July, 1972, appointed
Vice Chancellor, Court of Chancery of the State of Delaware July, 1984, appointed Justice,
Supreme Court of the State of Delaware September, 1985 Re-appointed Justice, Supreme Court
of the State of Delaware October, 1997 Chairman, Criminal Code Revision Commuittee
Chairman, Delaware Courts Planming Commuttee 1978-1995 Graduate - National College of
Tnal Judges Board of Directors, Einstein Institute for Science, Health & the Courts Adjunct
Professor, Widener Umversity School of Law Recipient - Herbert Harley Award, Amencan
Judicature Society, 1989, St Thomas More Award, 1996 Honorary Doctor of Laws, Widener
University School of Law, 1997
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JUDGE SIDNEY B BROOKS, United States Bankruptcy Court

A commercial law expert with more than 20 years of experience in commercial law,
litigation, msolvency and bankruptcy and small business representation In Russia, advised
Russian Arbitrazh (Commercial) Court chuef judges on effective resolution of bankrupicy 1ssues
under current law and made recommendations for improvement of Russian law Since 1994,

served as a presenter and faculty member at numerous conferences and tramning serminars, such as
the USAID/Booz Allen & Hamlton-sponsored traming programs for academics and
professionals from the countries of the former Soviet Umon Has extensive experience lecturing
and presenting semmars on bank insolvency and bankruptcy 1ssues m Eastern Europe and the
NIS

Recerved hus J D degree from Unmiversity of Denver College of Law m 1971 Since 1988
has been holding the post of the Umted States Bankruptcy Judge in the District of Colorado

DAVIDM VAUGHN, Deputy Chief of Party

Mr Vaughn currently serves as Deputy Chief of Party in Moscow for the Russian-American
Judicial Partnership project with 1s assisting the judicial leadership of Russia to implement
Judicial reforms Prior to this assignment, her served n Almaty, Kazakhstan, as a volunteer
Liaison for the American Bar Association Central and East European Law Initiative, where he ran
two fully-staffed field offices and was responsible for a variety of legal reform programs aimed at
judges and lawyers While m Kazakhstan, he also worked closely with the Parliament on
improving the quality of legislation David Vaughn obtamed a B A m Russian language and an
M A m political science from the University of Vermont 1n Burlington, and a J D concentrating
n international law from the Amencan University m Washington, D C  He received Russian
language tramning at the Pushkin Institute of the Russian Language 1n Moscow and the Unuversity
of Khar’kov in Ukramne He has over six years experience mn international, constitutional, and
criminal law, and has a background 1n mnternational affawrs and human rights 1ssues
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SECTION 1

BANKRUPTCY TRUSTEESHIP

Objective
the participants will have an understanding of the bankruptcy trusteeship 1o the US

The participants will study the following

BANKRUPTCY IS NOT BAD!
LIQUIDATION TRUSTEE — CHAPTER 7
REORGANIZATION TRUSTEE ~ CHAPTER 11 AND CHAPTER 13

ELEMENTS OF A SUCCESSFUL REORGANIZATION

ADDITIONAL MATERIALS AVAILABLE IN RUSSIAN

Previous Prrs Dlem



The presentation of
judge Sidney B Brooks,
Umnited States Bankruptey Court

BANKRUPTCY IS NOT BAD!

“Bankruptcy” isnotbad  or negative or destructive It 1s not crimimal! No
system 1s more misunderstood than the bankruptcy system

A bankruptcy law 1s an important, indispensable feature of a developing or
mature, successful free enterprise system

An economic system which 1s driven by competition, results in many
successes and many failures A market economy needs a device, a “safety
net” for those who “fail ”

A bankruptcy system allows the honest individual or business to get a fresh
start

Fraud, 1llegal conduct or malfeasance are not the cause of most bankruptcies
Lost jobs, layoffs, a declining economy, medical problems, uninsured losses,
and educational expenses cause most individual bankruptcies Businesses
and farmers are also subject to forces they often cannot control such as loss of
access to capital, disruptions m supplies or materials, mergers or acquisitions,
adverse weather, labor unrest and strikes, new technology, and market forces

Failed or failing businesses need, at least, the opportunity to reorganize their
affairs 1f they can efficiently serve a useful community or economic purpose

Reorganization of a weak business enterprise can save jobs, sustain a
community, continue to generate taxes, maintain employee health msurance
and savings programs, and foster ancillary businesses

A rehabilitated business 1s good for its employees, suppliers, customers,
neighbors, lenders, creditors, communities and 1ts shareholders or partners

A successfully reorganized business 1s likely to be much less costly than a
new, start-up business



#* If a business cannot reorganize, then its assets should be divided among its
creditors 1n an orderly, fair and predictable fashion

# A free enterprise economic system needs mvestment Investment requires
investors and risk takers Investors are less likely to risk their capital if
failure means complete fallure ~ forever  with no opportunity for a fresh
start

## Investors, particularly foreign investors, are far more likely to invest their
money 1n an environment that has a set of commercial and insolvency laws
which are recognized, predictable and enforced

# A market economy should encourage entrepreneurs, not punish or
“criminalize” them A good bankruptcy system does that

# A good bankruptcy system has safeguards to prevent fraud, abuse, deceit and
misuse of bankruptcy If the creditors are vigilant in protecting their rights,
the attorneys and authorities are diligent 1n attacking those who misuse the
system, and the Courts are aggressive in enforcing the highest standards of
ethics and fair play, the crooks cannot misuse the bankruptcy system

Hon Sid Brooks
April 1999
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LIQUIDATION TRUSTEE — CHAPTER 7

A panel of Trustees 1s selected, monitored, supervised and, if necessary,
terminated by the Office of the United States Trustees 1n every judicial
district

Qualifications of Trustees
Generally, Trustees are licensed attorneys with experience and
tramning in business law Customarily they also maintain private law
practice 1 business and bankruptcy matters Trustees must be
bonded and not have any conflicts of interest or self-interest, either

personally, professionally or financially

Creditors may elect a single Trustee to manage liquidation of available
assets of a debtor mndividual or business reorganization However, usually

the US Trustee simply appoints a panel Trustee

Hon. Sid Brooks

April 1999
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£ Duties of a Trustee include
Li0] Collect and sell assets of the debtor, distribute to creditors
proceeds of sale

Be accountable for all property
Investigate financial affairs of debtor

Examine, approve or object to claims of creditors
If appropriate, oppose discharge of debtor’s debts

Provide information to and answer questions of creditors

In those rare occasions when a Trustee temporarily operates the
business before liquidating, Trustee must supply periodic
financial information, pay taxes, account for everything

@6 6 6 6 6

©®  Advise the Court on all matters of importance in administration
of the estate and with regard to disputes between the estate and
any creditor or the Trustee

(10) Advise the court on the 1ssue of “substantial abuse” of the
bankruptcy system

©®  File final report with the Court and creditors

Hon Sid Brooks
Aprl 1999
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REORGANIZATION TRUSTEE — CHAPTER 11 AND CHAPTER 13

# Duties include all those which apply to a Liquidation Trustee—Chapter 7

## Operate the business m lieu of the “Debtor-in-Possession,” or old
management

# Investigate acts, assets, liabilities, finances and operations of previous
managers and report same to the Court and creditors

#  Work with and answer questions of the Creditors’ Commuttee Prepare and
distribute financial and operating data for the business on a routine basis

#  Comply with rules of the Office of the United States Trustee which includes
(a) filing an inventory of all assets, (b) reporting on monthly financial and
operations activities, (c) reporting and paying tax and other compulsory
obligations

# Employ professionals as needed attorneys, accountants, reorganization
specialists

# TFile a plan of reorganization 1n cooperation with creditors and other parties-
m-interest or ask the Court to convert or dismiss the case

Hon Sid Brooks
April 1999
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ELEMENTS OF A SUCCESSFUL REORGANIZATION

# Prompt Filing of Bankruptey Petition Timely filing of a bankruptcy petition
before irreversible insolvency and overdue recognition of the business’s
problems

## Control Immediate and effective centralized control exerted over all assets
and business operations of the debtor, by the debtor or its Trustee, after the
bankruptcy petition 1s filed

# Creditor Moratorium Immediate and effective enforcement of the
moratortum-—or automatic stay—against creditors’ collection efforts,
Iitigation and foreclosures

¢ Creditors’ Committee Prompt organization and balanced representation on a
Creditors’ Commuttee that 1s (2) attentive and active 1n the case,
(b) knowledgeable about the debtor and bankruptcy law , and (c) reasonable
in 1ts dealings with the debtor

# Disclosure Full and timely disclosure (transparency) of debtor’s finances,
assets and business transactions 1s imperative Establishing an accurate and
reliable set of books and records for the business

Hon Sid Brooks
April 1999
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#  Accountability of Management Management of debtor, whether a debtor-in-
possession or Trustee, or Manager, should be open, responsive to creditors
and the Court, and accountable for business administration and decisions

#* Hard Choices Candid recognition of the true reasons for mnsolvency and the
commitment and will to take the necessary, often pamful, steps to cure the
problems

# Cooperation Where feasible, cooperation, not conflict, among the different
parties 1s essential, recognition of common mterests rather than emphasis on
self-interest can be decisive

# Negotiation The process of negotiation among interested parties 1s central
and indispensable Negotiation—with 1nevitable compromise and
accommodation—will make the difference between success and failure in a
reorganization

# Plan of Reorganization A negotiated Plan of Reorganization which
(a) comports with applicable law, and (b) treats parties m a fair and balanced
manner can be the successful result of the reorganization process

Hon Sid Brooks
April 1999
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SECTION 2

THE DEFINING TENSION
IN CORPORATE GOVERNANCE
AND CORPORATE CRIMINAL LIABILITY
IN THE UNITED STATES OF AMERICA

Objective

the participants will have an understanding of the defining tension m corporate
governance in the US

The participants will study the following

THE DEFINING TENSION IN CORPORATE GOVERNANCE

CORPORATE CRIMINAL LIABILITY

Previots Pars -



Presentation by Justice Joseph T, Walsh
Supreme Court of Delaware

THE DEFINING TENSION
IN CORPORATE GOVERNANCE IN AMERICA”

Introduction

The “gemus of American corporate law” 1s 1ts state-onented federalism and
1ts flexible self-governance, through mdependent directors and corporate counselors
who have to make the sysiem work

Enterprise, Ownership and Oversight Issues

Corporate governance 1ssues often divide among “enterprise” and “owner-
ship” issues in corporawe deciston-makmg and “oversight” issues in the board’s
nondecision-making monitoring role

Enterprise 1ssues raise questions such as should we mamufacture cars or
widgets, and should the plant be mn Perth or Puttsburgh? These 1ssues are normally
the proper domain of the senior management team There 18 litle or no cournt
interference in enterprise 1ssues The board of directors should be respoasible for
formulanng a strategic plan withun which enterprise 1ssues fit, although the board is
usually not expected to carry out the detamled mmplementation  Stockholder

mvolvement 1 enterprise issues 1s usually nonexistent

*Extracis from Arncie by E Norman Veasey, Chuef Jusnee of Delaware Supreme Coust
The Business Lawyer, February 1997, Volums 52, Number 2
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Ownaership 1ssues raise questions such as should we merge our widget
company with an automobile marufacturer and fend off unwanrted suitors who wish
to take contro] by a tender offer to the stockholders? It 1s the ownership 1ssues
which usually pur corporate governance sternly to the est

Finally, there 1s one other major area of directorial responstbility which must
be kept i und. That 1s the duty of oversight, where there is no business decision
of the directors Directors must exercise reasonable care to see that company

executives carry out their managenal responsibihities and comply with the law

The Business Judgment Rule

The busmess judgment rule can bs stated sumply in making a business
decision, the directors are presumed to have acted independently, on an mformed
basis, 1n good fath, and 1 the honest beliet that the decision 1s 1 the best interests
of the corporanon A business decision will normally be sustained unless the
presumption 1s rebutted 1o either of two ways (1) the process, independence, or
good faith of the directors 15 compronused, or (u) the decision cannot be attributed
to a ranonal business purpose

Ownership 1ssues may sometimes implicate the tradinonal business judgment

rule but often ownershup decistons requure an enhanced court serunny whuch goes

20



beyond the waditional rule That enhanced scrutiny may take several forms,
depending on the circumstances.

Oversight responsibility does not implicate the busimess judgment rule because
it does not wnvolve business decisions  Directors may be exposed to potennal
Liability for violaton of thewr oversighr responsibility if they knew or should have
known of managerial malfeasance, misfeasance or nonfeasance and did nothing
abour 11, or if they otherwise abdicated their responsibiliies

A sigmificant element of corporate governance m Delaware, and in many other
Junisdictions, is the expectanon that directors, 1n carrying out their duty to direct the
management of the busmess and affairs of the corporation, will delegate many
responsibilities to management, board commuttees and others Moreover, directors
may rely i good faith on corporate records, management reports, board commut-
tees, and outside experts, provided that due care 15 exercised 1n selecaing those upon
whom reliance 15 placed.

Increasingly mn the Unuted States directors are aspirng to high levels of sound
corporate practice and good corporate governance models in decision-making and
oversight Thus 1s true even though fallure to adhere to those aspirational goals may
not result 1n liahility, and these governance models do not necossanly guarantee

profitable management performance or freedom from lawsuits

21



Denvative Suits

A stockholder of a corporanon may bring a derivative suit against directors
and officers on behalf of the corporanon in a state or federal court having
junsdicnon  If the stockholder qualifies to proceed with the hiiganon and wins, the
recovery or equitable relief goes only to the corporation, not 1o the stockholder The
court may award the stockholder reasenable attorneys’ fees and expenses, depending
upon the beaefit conferred upon the corporation by the efforts of counsel for the
stockholder

It is the corporaton’s cause of acnon which the stockholder seeks to vindicate
That cause ot action 1s an asset belonging to the corporation and only to the
corporatron. Like all other corporate assets, the corporation’s cause of action should
normally be managed by the board of durectors Accordingly, the stockholder
usually must demand that the board bniag suit.

What if the directors have a conflict because they are clammed to be the
wrongdoers? By merely naming the directors m the swt, the plainuff may not
thereby umlaterally disqualify the directors If the stockhelder can state facts with
particulanity which assert some reason to believe that the durectors may be

wrangdoers, the stockholder need not demand that the directors sue themseives The

22



demand 1s excused and the stockhoider may prosecute the action on the corparation’s
behalf If the stockholder cannot plead facts showing a reasonable doubt that
direcrors acted properly, the stockholder must demand that the board of directors
take action The board should respond prompily to thar demand either by rejechng
it (f the rejecoon is not wrongful) or by taking some acuon to vindicate the
stockholder’s demand. If demand is excused or wrongfully refused, the stockholder

may assert the corporanon’s claim

Direct and Class Actions

When a stockholder 1s mjured directly (as, for example, when the corporation
commuts a matenal disclosure violanon when secking stockholder approval for a
merger), the stockholder may sue directly on hus or her own behalf Sometimes a
stockholder who 1s myured directly w1 such 3 manner may bring a class action, sung
on behalf of all stockholders simularly situated Class actions are governed by
specific and detalled procedural rules. If the stockholder wins a class action, the
recovery 1s distmbuted among the class members and the plamtiffs may be awarded
reasonable attorneys’ fees and costs by the court, depending on the benefit conferred

upon the class Both derivative and class acnons may be settled, but only with court

approval which may also involve the matter of attorneys’ fees and cosis

23



Exculpation of Directors From Liability for Monetary Damages

Suppose there had been a matenial disclosure violation on a merger approval
Perhaps injuncuve relief could be obtained at an early stage before the merger 1s
consummated If that fails or 1s not sought, however, can there be monetary
damages awarded to the stockholder or the class agamst the directors? Perhaps,
unless an exculpation statute applies.

Delaware and other states have a stature that permuts the stockholders, through
the certificate of incorporation, 1o exonerate completely or lmmt the exposure of
directors for personal habiity to the corporation or the stockholders for monetary
damages based on a breach of their fiduciary That statutc does not allow
exoneration if the director 1s found to have comuutted a breach of the duty of
loyalty, acts or omissions not m good faith, intentional misconduct, & knowing
violation of the law, mmproper payment of dividends or unproper personal benefit

It should be noted that the exculpation statute protects only directors acting
as directors from monetary damages Thus, for example, if the ceruficate of
incorporation permuts the maximum statutory exoneration, neghgent but good faith
disclosure violations would not subject the directors to habiity for monetary
damages Moreover, 1n such & case there would be no vicarious or other monstary

liabihity agamst the corporate defendants 1f the directors were shielded by the stamute

24



Nevertheless, mjuncnve rehef 1s nevertheless available aganst the directors or the
corporation, if warranted
Fiducilary Duties

Directors are fiduciaries to the corporation and the stockholders, and owe
dunes of loyalty and care to both  They also owe & duty of full disclosure 1n certam
circumstances. The duty of care includes the requirement that directors inform
themselves of all matertal mtormation reasonably available to them before making
a business decision This 1s a process requirement, aod directors may be liable
(unless exonerated by statute and charter provision) if they are found to be grossly
neghgent in the process This hability analysis may be subject to an enure fairness
hearing

The fiduciary duty of loyalty may be implicated if directors have a matenal
conflict of 1nterest and cause the corporation to act or 2of [0 act in 2 way that
benefits them personally, or if they do not act independently when making a business
deciston  In such a case, directors may be held personally hable Duty of loyalty
violations may also result in demand excusal 1n 8 derivative sunt

Sometimes 1t 13 0ot easy or approprniate to place the conduct of directors 1n
sharply defined cabins of care or loyalty Simlarly, the duty of disclosure requires

candor in disclosing all marenal information which would be important o a
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stockholder 1o deciding how to vote The faillure 1o disclose that marerial could be

fraud or a good faith omussion

Independence of Directors

Durectors will not be protected by the business judgment rule when making a
business decision if they have a personal financial interest 1n the decision or if they
do not act independantly, i.¢ , free of domnarion or any mottve except the merits
of the corporate transaction Independence may become a critical 1ssue 1 dervative
linganon or in transactions where directors are alleged to be dominated by an
mterested party

Enhanced Scrutiny

If the business judgment rule 1s rebutted, the courts may employ some form
of ephanced scrutiny Somenmes there 1s a requrement that the directors show the
eatre fairness of a wansacuon Moreover, If there 1s a sale of control, the directors
must obtain the best price for the stockholders that 1s reasonably available for their

stock

26



The Defining Tension

The defining tension w1 corporate governance today is the tension between
deference 1o dwrectors’ decisions and the scope of judicial review Decisiong of
direcrors wluch cau be attributed to any rational business purpose will be respected
if they are made by directors who are independent and who act with due care and
in good faith Otherwise, courts may be called upon to apply some form of
enhanced scrutiny

Durectors have to ask hard questions, and seek and recerve unvarmshed
advice. Both lawyers and directors should ask themselves if they can or should “just
say no” to a management which may be biased or bent on a problemanc course of
acnon Counsellors would do well to recite the comfortable as well as the chilling
words of these and other opinions when giving corporate advice

It 1s a common sense axiom that a majority of independent, nonp-management
direcrors gives the board flexibility 10 deal with threats to corporate control or the
“demand” 1ssue 1n denvauve litigatton Also, a board that has a general pracuce of
acung mdependentdy—by, for example, regularly evaluanng the CEO or having the
independent directors meet alone regularly—will tend to find 1t comfortabls to act

independently 1in a cnisis  Such a board 1s not only practiced and capable of

operanung with gemune independence, bur also appears credible and tends o
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“cernfy™ the bona fides of management Perhaps a court will see 1t that way 1if
lingation should ever become necessary

Why should directors not be independent and why should they not act
independently? Should a director who 1s uvuly independent agree to serve as an
“independent director” m an ammosphere where the corporation or the CEQ makes
a large contnibution o a university of which the director 1s president? Should a
partner or associate of a law firm agree to serve as an “independent director” when
his firm regularly receives substantial fees from the corporation? On this latter
pouw, I will say only thar there 15 no per se prohibinon against the pracnce of a
lawyer serving as a director of a corporanon which 1s a well-paying client of the
lawyer’s firm Indeed, that lawyer may be a very valuable board member. The
1ssue 1s whether be or she will be found to be :ndependent 1n a crincal seming where
the board must act through independent durectors  The Comment to Rule 1.7, Model
Rules of Protessional Conduct, states

“A lawyer for a corporauon who 1s also a member of 1s board of

directors should deteroune whether the responsibiities of the two roles

may conflict If there 1s a matenial nisk that the dual role will

compronuse the lawyer’s independence of professional judgment, the

lawyer should not serve as a director "

Directors who are truly independent are sensiyve to appearances. This is not

an argument that “structural bias” notiops are unitormly valid Friendshup, golf
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Likewlse, LOErE 1s DOUINE 1O SUEEEst Whal, O an 1ssie Of questiomng the loyalty of
the CEO, the bridge partner of the CEO cannot act independently as a director. To
make a blanket argument otherwise would create a dubious presumption that the
direcror would sell his or her soul for friendstup  Yet the directors must be aware
of any appearance that they lack independence In short, the better practice 1s that

each director should be Itke Caesar’s wife above reproach
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Presentation by Justice Joseph T Welsh
Supreme Court of Delaware

CORFORATE CRIMINAL LIABILITY
IN THE UNITED STATES OF AMERICA

Introduction

Any discussion of crumimnal liability i the United States of America
should assume two significant developmental factors: 1) crimunal law n the
United States of America developed from Enghsh common law as 1t existed
prior 1o the American Revolution, and 1i) both private individuals and
corporations are subject to Federal as well as State statutory law

Corporate crumnal hability first emerged 1n the mid-1800s with the
development of the doctrines of vicanious and strict hability 1n tort law
Consideration of recent developments and expanding regulatory practice
requures that corporate boards of directors reexamine policy and procedures in

an effort to reduce the nsk ot exposure to cnminal liability

I COMMON LAW
Under prior English commen law a corporauon could not be convicted
ot a crime because a corporation was unable to form the requisite mens rea or
“guilty mind ” Early cases additionally supported such a conclusion by

reasorung that corporations could not be imprisoned.
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In the mud-1800s with the development of vicanious and strict hability,
employees’ acts and 1ntent began 1o be imputed to the corporation The courts
recogruzed that corporations act through agents and that the mierests of public
welfare outweighed any mequity in holding the corporation responsible. The
development of these doctrines logically extended to corporate crimunal hability,

In 1909 the Umted States Supreme Court first found that a corporation
could be criminally liable for acts or omissions of an agent acting within the
scope of his employment The Supreme Cowrt affirmed the convictions of a
railroad company relanng to pubhished rates and the giving of rebates to
particular shippers In doing so the Court recagnized that a corporation acts by
1ts officers and agents, and that it was taking only one step farther than the

principles already goverming civil hability.

I THE MODEL PENAL CODE
In 1956, the American Law Institute considered the Model Penal Code
section 2 07 providing for crimunal hablity for corporate conduct This section

provides three bases of habiity. 1) a broad respondeat superior theory of

liability for minor offenses or violations, 1) a theory of hability based on failure
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to discharge duties of affirmative performance, and i) a restricted theory of
liability for offenses defined n the Pegal Code

Under the broad respondear supersor theory, a corporation 1s crimunally
hable for minor infractions and non-Code penal offenses when the statute
creating the offense demonstrates a legislative purpose to hold corporations
liable and that purpese plainly appears  This theory of hability also requires that
the agent be acting within the scope of employment and on behalf of the
corporation

The second theory of hability imposes cniminal Iiability on corporations
for failure to discharge a specific duty imposed on the corporation by law The
third theory provides that a corporation will be crinunally responsible if the
conduct constituting the offense 1s authonized, commanded, solicited,
performed, or recklessly tolerated by the board of directors or a high managerial
agent acting within the scape of employment and on behalf of the corporation
The Code defines high managerial agent as corporate officers or agents having

duties of such responsibilities that their conduct may fairly be assumed to

represent the policy of the corporation
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I STATELAW

By 1988, only twenty-eight states had clearly established corporate
crirmnal liability Twenty-four had done so legislatively, many panerned after
the Model Penal Code Yet the vast majonity of states that have adopted
provisions based on the Mode! Penal Code have broadened and altered many of
the corporate hability provisions

For example, a majority of the states have broadened the first theory of
liability based on respondeat superior 1o include any statute that demonstrates
the requisite legislative intent to hold corporations hable, including penal
statutes or offenses more senous than a violation In Delaware, for example,
under this theory of liability the offense must be a misderneanor or a violation,
and the statute must “clearly indicate a legislative intent ta impose liability on
a corporation

Some states have also broadened the Code’s applicauon through their
defimuon of “hgh managenal agent” pertaining to the third theory of hability.
Only a minornty of states with such a provision have followed the defimtion of
the Model Code In Delawars, for mnstance, “high managenal agent” 1s defined

to melude any officer or agent n a position of comparable authonty with respect
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to the formulanon of corporate policy or the supervision in a managenal
capacity of subordinate employees

With respect to patential defenses, some states, including Delaware have
legislatvely provided liability notwithstanding that the conduct constituting the
offense was impermssible corporate activity or ultra vires A corporation may
be cnminally liable for employee conduct n contravention of stated corporate
policy. Federal cases have held that a de facto corporation may be cruminally
liable as well as successor corporations following a merger Also, a corporation
may be prosecuted after dissolution if such action is autharized under the laws
of the state of incorporation, such as by a provision authonzing any swit or
proceeding against the corporanion within a specified ume period after the
dissolution This stands in contrast to the common law which treated a

dissolved corporation 1n the same manner as a deceased person

IV. FEDERAL LAW
By the middle of this century, corporate crimunal hebility had more fully
developed in the federal system Federal courts generally permut a corporaton
to be held cnminally responsible :f the agent acted withun the scope of

employment and for the benefit of the corporauon  Acting within the scope of
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employment relates to the agents actual or apparent authority. An imtention to
benefit the corporation translates into a determmation that the agents action was
done with a view of furthening the corporation’s business, imndependent of
whether any actual benefit accrued Simularly, the fact that the agent also
denved a benefit does not eliminate or diminush the resulting corporate benefit,

Federal courts have utilized the “collective knowledge” doctrine to find
corporanons criminally liable even when no single agent 1s found to be at fault.
This docrine permits the corporation to be cnmunally Lable 1f the agents or
employees collectively knew, or reasonably should have kmown of the exystence
of the crumumal violation Recently Federal convictions of corporations have

increased from a few dozen per year to hundreds per year

V. PUNISHMENT
A corporanon cannot be imprisoned Therefore a corporation cannot be
prosecuted for a criminal offense purishable only by death or unprisonment
Yet a corporation can be subject to a statute that provides for the payment of a

fine or imprisonment, or both wn the discretion of the court Courts have also

held that a when two or more independent penalties are prescribed by statute,

a penalty that can be imposed on a corporation will be invoked.
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Hustorically, fines have been the principal pumshment for criminally
liable corporations In addition to a fine, a corporation may be ordered to pay
restitution or may be placed on probation. No state has adopted & system of
sentencing comparable to the Federal Sentencing Guidelines  State judges
generally have a large amount of discretion m sentencing,

The Federal Sentencing Gwdelnes governing corporations and other

business organtzations took effect on November 1, 1991 The Guidelines were
designed so that the sanctions iroposed upon orgamizations will provide just
punishment, adequate deterrence, and incentives for organizations to maintain
internal mechamsms for preventung, detecting, and reporting crimuinal conduct

The Gandelines apply to most federal felonies and Class A misdemeanors,
but do not apply to environmental, export control, and food and drug offenses
A corporation’s sentence under the Guudelines may be compnised of a remedial
order, a fine, and probation for up to five years The remedial order in turn may
include resutution, prevention of future harm, community service and notice to
vicums

Under the guidelines a court starts with an offense level dependent upon

the nature of the crime and then dertves a base fine The court also determines

the corporanons “culpability score™ which may adjust the fine up or down based
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upon consideration of vanous aggravating and mitigating factors Aggravating
factors wclude 1) participation m or wallful ignorance of the offense by a ugh-
level employee, u) repention of offenses, 1) willful obstruction of justice
dunng the mnvestigation; and 1v) violation of probation or a court order.
Mingaung factors include- 1) the existence of an effective compliance program,
1) the voluntanly report of the offense, m) full cooperation mn the mnvestigation,

and 1v) a clear demonstration of acceptance and responsibihity for the offense

V1. EXAMPLES OQF CORPORATE CRIMINAL LIABILITY

Federal securities laws provide that corporations can be subject to
criminal prosecutton for wilful viclanens of substantive provisions and
regulations A corporation and three of its principals were recently indicted for
conspiracy to engage i illegal trading on the floor of the New York Stock
Exchange and also with falsifying required books and records Although
eventually settled, two corporauons were cnminally mvestigated for the
submussion of false and unauthonzed bids, and the entenng nto of unlawful
agreements with respect to trading in financing and secondary markets, And n
1994, a corporaucn was charged with securines fraud for mssleading investors

about the rates of return and 1ax status of investments 1 limited partnerships
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Other examples of recent corporate criminal investigations and
convicuons melude 1) 1n 1993, a corporation was investigated for fraud 1n the
manufacture and repair of aurplane engine parts that resulted in a consent order,
11) 1990 corporate convictions based on two major environmental statutes for
knowingly transporting and causing the transportation of hazardous waste to a
facihity without a permit, and for knowngly reating, storing or disposing of a
hazardous waste without a pernut, ui) a 1993 conviction for conspiracy and
mterstate transportation ot abscene matenals in violation of federal law, and iv)
convictions for conspiracy, and makig and using false documents on a matter
withun the junisdiction of a federal agency related to the falsification of logbooks
and records required to be rmamntained in connection with the commercial

eaterprise of producing blood plasma

VI RECENT DEVELOPMENTS
The recent trend, especially at the federal level, is to mcrease enmumal
mvestgation and prosecution of corperations Recogmzing that fines have been
viewed as sumply a cost of domg business, recent legislative enactments not only
increase the amount of the fines but also increase the potential jail terms to be

served by those in charge
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In 1991, Califorrua enacted the Califorma Corporate Criminal Liability
Actproviding for potential crnmmal Liability to corperations and thewr managers
for knowingly concealing serious dangers from their employees or covering up

harmful consumer product defects from regulatory authorities This Califorma
enactment has been called the “Be-a-Manager, Go-To-Jall” law. Underthe act,

corporations and managers who have knowledge of a serious concealed danger,
meaning information that would convince a reasonable person mn the
circumstances in which the manager 1s situated that the sertous danger exists,
must noufy the relevant regulatory authonty within fifteen days, or m the case
of imminent risk of great bodily harm or death, immediately The corparation
may be fined up to $1 million for a violation of the act

Federal criminal enforcement of environmental laws has also been on the
mcrease With deterrence as the primary objective, stronger sanctions and new
crununal penalties have been mserted into each major environmental statute  For
example, in 1987 Congress amended the Clean Water Act increasing potential
jaul nme and nserting 2 “knowing endangerment” provision which imposes
maximum penalties of up to fifteen years in pnson and $1 million fines for
orgaruzanions [n 1990, the amendments to the Clean Air Act upgraded offenses

to felony status and also mserted a “knowing endangerment” provision

39



[af = |

R9=Mgr=31 14 47 From= T-346 P 02 F=£85

Presentauon by Justice Joseph T. Walsh
Supreme Court of Delaware

PIERCING THE CORPORATE VEIL:
A COMPARATIVE ANALYSIS

A basic purpose of the formation ot a corporation 1s to limit the lLiability
of the shareholders to the capital contributed 1n exchange for their shares of
stock Shareholders are not ordinanly liable for the obligations and debts of the
corporation which 1s viewed as a separate enuty Under certain circumstances,
however, the law provides a means to disregard the corporate form and the
general rule of imited hability By “piercing the corporate veil,” one has
succeeded 1n establishing such circumstances, and 1s permutted to look directly

1o the shareholders for satisfaction of corporate obligations

I DEVELOFMENT OF THE DOCTRINE
The ability to “pierce the corporate veil” developed through case law
State mcorporation statutes make no express provision for the application of the
docmine, although statutes and court rules permit such swts and provide
procedures The Model Busmess Corporauon Act provides that shareholders
are not personally hable for the acts or debts of the corporation unless otherwise

provided in the articles of incorporanzon or the shareholder becomes persanally
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liable “by reason of hus own acts or conduct.” Similarly, Delaware provides that
a corporation may include in the ceruficate of incorporation a provision
“ymposing personal liability for the debts of the corparation on 1ts stockholders

to a spectfied extent and upon specified conditions, otherwise, the
stockholders ... shall not be personally hable for the payment of the
corporation’s debts except as they may be hiable by reason of therr own conduct
or acts ” The courts were left to articulate the “tests” or “factors”to be uuhzed
m determimung under what circumstances 1t would be deemed appropnate to
“prerce the veil ”

The courts raditionally mied that the doctrine was to be used to “prevent
fraud, oppression or illegality” and to “achieve equity * Certain faciors also
emerged Faurst, only closely hald corporations, those with one or a few
shareholders, have had thewr corporate veils pierced A recent study found that
piercing only occurs mn close corporahons or within corporate groups
(parent/subsidiary or sibling corporations) and does not cccur in pubhicly held

corporations '

‘Thompson, Robert B, Prercing the Corporate Vel An Empirical Study, 76
CORNELL L REV 1036 (1991)
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Courts also appear to draw a distinction between voluntary and
mvoluntary creditors. The view 1s that a vohuntary creduror, such as a supplier,
customer, lender, or employee can anticipate and account for the risks of dealing
with a corporation and the limited hability of its shareholders

Another consideration which might mfluence a court faced with the 1ssue
of prercing the corporate veil 1s whether corporate formalittes, such as 1ssuing
stock, holding shareholders’ and directors’ meetings, and keeping corporate
minutes have been followed and observed Justifications for applying these
factors are 1) by disregarding the corporate formalities, those mvolved should
not be able to benefit from the mere corporate existence — essenually ta be
weated as a corporauon, one should act hike a corporauon, u) the lack of
corporate formalines misled or confused third parties as to who they were
dealing with, and u1) the falure ta observe corporate formalities may raise the
wssue of the improper usage of corporation funds by a shareholder to the
disadvantage o'f actual or potential creditors.

The commungling of corporate and personal assets 1s another
consideration taken into account by the courts when piercing the corporate veil

Again, with the protection of creditors in mund, the theory 1s that the

conumngling of assets mdicates & disregard for the legitimate expectauon of a
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corporate creditor that the company assets will be available to meet its
obligations Confusion ot a subsichary’s affaus has often been cited by the

¥

courts as a reason to disregard separate mcorporation and has provided one of
the bases for the Enterprise Liability Docmne which 1s used to disregard
multple incorporations of the same business. A recent study found that courts
are more mclined to pierce the veil berween sibling corporations than 1n a parent
subsidiary context

Yet another tactor involved 1n a court’s decision to pierce the corporate
vel relates to undercapitalization or purposeful failure to insure A business
that has little or no capital, without some additional aggravating factors, 1s
usually not subject to piercing  The courts look 1o whether the corporation is
operated with sufficient capital 1o meet the anficipated busimness nsks

Piercing may also be influenced by the actions of the participanng parues
Those shareholders who are not active 1n the business will not be as liable as
those whose actions disadvantaged the creditors  For example, an individual
shareholder who also served as a director or officer 1s more likely 1o be hable
The most determunauve factor in cases nvolving the piercing of the corporate
veil 15 the presence of a musrepresemtation  Shareholders who mislead creditors

into believing that personal guarantees are unnecessary are more likely to be
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held personally hiable for the corporations obligations Finally, the recent study
found that courts were more inclined to prerce i envirorumental and other cases
where “there 1s a strong regulatory purpose” and that thus 1s additionally
reflected in those cases by the courts’ imited usage of wadinonal prercing
factors.
II COMPARATIVE ANALYSIS

Arncle 56(3) of the Civil Code of the Russian Federation (“the Civil
Code”), which came mto effect on January 1, 1995, sets down the general rule
of limured liability * Article 56(3) provides that “[tjhe founder (parucipant) of
a legal enuty or the owner of 1ts assets do not mcur the Liability for the
obligations of a legal entity, and a legal entity is not hiable for the obligations of
a founder (parucipant) or owner, with the exceptions set forth by {the] Code or
the foundauion documents of a lega] entity ”

Thus, the Civil Code allows the foundation documents (charter and
foundation agreement in the case of a limited hability company, and charter for
a jomt stock company) of the entity 10 alter the general rule of limited hebility,

just as the Model Business Corporatian Act § 6 22(b) and the Delaware General

*Tls analysis ot the Russian laws relies heavily upon Zemns, Zhanna A , Special
Repars The Liabiuy of Shareholdsrs and Officers Under the Russian Federation Laws on
Joint Stock Compames and Limnted Liability Comparmes, Vol 8, BNA's Eastern Euwrope
Reporter, p 561 (1998)
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Corporauon Law § 102(b)(6) so permut  But unlike American statutory
corporation law which left to the courts to define what “acts or conduct” might
give rise to personal hability of the shareholder, the Civil Code, the Law on
Jomnt Stock Compantes (“the JISC Law”), and the Law On Limited Liability
Companies (“the LLC Law™), have provided that certain persons may bear
liability 1) for causing the insolvency or bankrupicy of a joint stock company
or a lunited hability company, 11) for the losses of a jont stock company or a
Iimited Liability company, and ) for contracnual obligations of a jomnt stock
company or limited hability company to third parties

The Civil Code and Laws specify the potential bearers of Liabilty
wncluding parent companies that are shareholders of joint stock companies and
participants of limited liability companues, the board of directors or supervisory
council, memabers of the execuuve body or individual executive officers, an
individual manager, and additionally an external corporate manager of a jount
stock company. In the case of insolvency or bankruptey persons who have the
right 10 grve “binding instructions” to a jownt stock company or limited iebility
company (unless 1t 1s a parent) may wmcur liability  Further, 1f the person who
has the nght to give binding mstructions 1s a parent company, hiabiity for losses

and contracts can also incur An “opportunuty to direct the acuvity of a
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company,” broader than a nght to “give binding wnstructions,” also creates &
potential basis for mncurring hiability and may anse through controlling
parucipation or 1n accordance with a contract

In Amencan general corporaton law, “piercing the corporate veil” 1s
usually linmuted to actions seeking to hold shareholders liable for more than therr
mutia] investments In actions against officers, directors or shareholders for the
debts of the corporation, Delaware law requres first that the creditor of the
corporation have obwaned a judgment aganst the enuty. Efforts to hold
directors, officers and employees hable normally proceed through different
procedural channels such as denivative swits and ars based on other theones of
liability, such as fiduciary duties Sums aganst directors, officers and
employees also may face various hurdles  For example, general corporation law
provides that a corparsuon may wdemmnfy officers, directors, employees and
agents 1f they acted w1 good faith and reasonably believed their conduct was 1n
or not opposed to the best mterests of the corporaion The theory is that in
order to encourage qualified persons to axd i the management of a corporation,
and correspondingly to take business risks that are in the best interests of the

company, the poleniial exposure to personal hiability needs to be reduced or

minimized
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A, Bankrupey

Article 56(3) of the Cavil Code provides that “the founders (participants)
of a legal entity, owner of the property of a legal enuty or other persons who
have the right to give binding instructions or otherwise have the opporturnuty to
direct the actvity of a legal enuty can bear secondary hability for the insolvency
of a legal entity, provided that such legal entity lacks sufficient assets for
fulfillment of its obligations™ The JSC Law only adds a requirement of
advance knowledge that due to the use of the nght to give binding instructions
or opportuntty to direct the acuvity, the subsidiary will become msolvent Itis
unknown whether actual knowledge 1s determined by an abjective or subjecuve
standard The LLC law does not require knowledge but only that the faulty
actions of the parent caused the bankruptcy

The Russian Insolvency Law has two mawn requirements necessary for a
bankruptey declaration — three months having passed since the date of failure
to fulfill an obligation, and the size of the debt must exceed 500 times the
muumum monthly wage established by law  In the United States, bankruptcy
is governed by federal law State corporanen statutes, however, do provide for
the appomtment of a receiver by a court for an insolvent corporation An

wsolvent corporanon 1s generally either unable to pay debts as they become due
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in the usual course of business or has liabiliies exceeding its assets Federal
bankruptcy judges follow state law when applying the doctnine of piercing the
corporate vell, Therefore the same factors discussed previously, 1 e , the number
of shareholders and their role, the observance of corporate formahities, the
presence of fraud or musrepresentation, the commungling of assets,
undercapitalizaton, and the presence of fraud or misrepresentation, will be

utilized in the court’s deciston to pierce

B. Losses

The Russian Civil Code defines losses essentially as real damages and
lost profits The Civil Code permuts hiability for losses to be lumuted through
contract A parent may be hiable for losses incurred by a joint stock company
1f the paient company had the night to give binding mstructions or the
apporturity 1o direct the activaty of the company and then used either of these,
knowng n advance that such action would cause the losses. The LLC Law, as
with bankruptey, does not require the advance knowing of the parent, but
provides for hiability 1if the parent caused the loss through faulty actions
Therefore the LLC Law provides a broader base of potential liabihity than does

the JSC Law
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Officers who enjoy certawn decision making and managenal powers may
meur hability i even more circumstances  Under both the JSC and LLC Laws,
ndividuals may be jomntly and severally liable for losses The Laws provide that
ordinary business practices and “other relevant considerations” shall be taken
11to account

In the United States, sharehclders will not be Liable for the losses of a
corporation unless a court has decided to pierce the corporate veil wn an effort
1o prevent fraud, oppression or illegality and ta achueve equity Directors of the
corporaucen, who pursuant to statute are the ultimate managers of the company,
are protected by the business judgment rule  The business judgment rule creates
a presumption that 1n making a busness decision, the directors of a corporation
acted on an informed basis, in good faith, and 1n the honest belief that the action
taken was i the best interests of the corporation The presumption may be
rebutted by evidence of a breach of any of the board’s triad of fiductary duties,
loyalty, good faith and due care

The Russian Laws appear to step 1n the direction of & business judgment
rule, However, taking imto account business practices and “other relevant

constderanons” does not appear to rise to the level of a presumption protectng
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directors and recogmizing the fundamental principle that the business and affairs

of a corporaton are managed by or under the direction of its board of directors

C._Conrractual Liability

The Russian Civil Code provides that a parent with the nght and authonty
to give binding instructions to the subsidiary assumes joint and several liabihity
with that company for wansactions taken mn fulfillment of those instrucuons
The JSC Law agamn utilizes the concept of binding mstructions and opportunity
to direct activity bur requires the right to give bindmg instructions be provided
by agreerent or charter The LLC Law agam does not requure that such a night
be so established

In the Unsted States, the recent study found that courts pierce the veil
more often i contract cases A recuring theme or rationale in these decisions
focuses on musrepresentation  As with losses, shareholders are not liable i the
Untred States unless a court has decided to pierce the corporate vell And agam,

durectars wall not be hable absent a breach of fiduciary duty
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