Not Only is Loyalty, Honesty, & Square Dealing GoodPolicy, When It Comes
to Your Business Partners, It's the Law!

It is amazing how often | talk to people who aretpers or shareholders in a closely held
corporation who don’t realize the obligations ttrety owe to their fellow partners and shareholders
under Colorado law. Many are surprised to learhtth@duties they owe are beyond those memorialized
in the operating agreement or shareholder agreeffiese extra duties are known as “fiduciary dities
and are automatically recognized under Colorado Tawerefore, it is critical for anyone who is atpar
or shareholder to know what those duties are.

Fiduciary duties arise from “special relationships”and are the highest duties owed in law.
Fiduciary duties are owed where the law recogrezéspecial relationship” between persons, suchahat
set of extra - higher - duties are owed betweemtl@ne well-known “special relationship” from which
these duties arise is between the trustee ancetiefibiary of a trust. A trustee must act in the
beneficiary’s best interest and can never spendeaanr take action within the trust to benefit hitfier
herself at the beneficiary’s expense.

The fiduciary duties owed include the duties of logity, honesty, good conduct, square
dealing of the highest degreeln Colorado, partners stand in a relationship wéttand confidence to
one another and are bound by the standards of gwutlict and square dealing. For example, each
partner has the right to demand and expect fronotier a full, fair, open and honest disclosure of
everything affecting the relationship. The duty dvieeven greater when the one acting to benefit
himself is a director or manager or is a sharehfgddetner with a controlling interest in the entitthose
persons have a duty to act with “an extreme measfi@ndor, unselfishness, and good faith in refat
to the remaining shareholders.

Partners and shareholders of a closely held corpoti@an are involved in a “special
relationship” such that the law recognizes fiduciay duties owed between themYou would expect
this fact to be equally well known. However, wheuysee on a regular basis (as we do) how often
partners act to their own benefit without any relgfar the harm they are causing to their partngrs,
wonder if this is so. Believe it or not, there ieason you call them “partners”.

The case law in Colorado even supports fiduciary dies of self-disclosure to your partners.
The best example of a case in Colorado involvimgphincipal is the/an Schaak case. In that case, one
set of partners learned important new informatiorknown to their fellow partners, that the valudhu
partnership was far greater than they all had presly believed. Armed with this new informationda
knowing that the minority partners were interesteselling their interest, the partners in the knoade
an offer based upon the “old” value of the parthigrsThe partners-in-the-know then opened the
financial book and gave the minority reams of pajoek and information about the business. What they
did not do was disclose the precious new infornmetin@t was motivating the partner-in-the-know to do
the deal. The minority partners then sold theieriest to the partners-in-the-know at the “old” ealu
When they learned they were duped, the minorityneas sued.

At the Colorado Supreme Court, the partners-inkihew argued that they had made no false
statements and had provided the minority with fithe information necessary to figure out the “new”
value on their own. The Colorado Supreme Courhdidagree. That kind of disclosure is acceptable in
the marketplace, where “arm’s-length transacti@rs’the norm. But when you are dealing with your
partners, the duties owed are greater than thak(timstead of an arm’s length transaction - ageation
with all parties in a full embrace!). Instead, tbeurt ruled that the majority owed the minority a
fiduciary duty to “fully disclose all material factind circumstances surrounding or reflecting agsed
transaction.”

Fiduciary duties are well established in the lawThe best description of the fiduciary duties
owed comes from the famous Justice Cardozo, witilegson the New York Court of Appeals in 1928.
He wrote as follows:



Many forms of conduct permissible in a workaday world for those acting at arms length

are forbidden to those bound by fiduciary ties. A trustee is held to something stricter than

the morals of the marketplace. Not honesty alone, but the punctilio of an honor the

most sensitive, isthen the standard of behavior. Asto thisthere has developed a

tradition that is unbending and inveterate. Uncompromising rigidity has been the

attitude of courts of equity when petitioned to undermine the rule of undivided loyalty by

the distinguished erosion of particular exceptions. Only by this has the level of conduct

been kept at a higher level than that trodden by the crowd.

Moral of the story - Be Careful Out There! When you are the one taking action, it is not akvay
easy to see what conduct may violate these ditibat you may believe is perfectly appropriate may
appear underhanded and harmful by your partnemyMees, the appearance of impropriety alone may
result in prolonged litigation, expense and a \sithe courtroom. To avoid litigation, it is béstbe
open and honest with your partners about the bssjr@nd to expect the same from them in returthalf
simple advice fails, its time to contact us.
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