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MEMORANDUM
Attorney-Client Privileged Document

TO: El Encanto Estates Homeowners
Association, Inc. Board of Directors

DATE:   December 9, 2005

RE: Revisions to Bylaws FROM: Christopher S. McDonagh

I have reviewed the Articles of Incorporation of the Association and the proposed revised
Bylaws that John Rupley sent me.  I have made handwritten comments on the Bylaws, which I have
faxed to John Rupley.  Below is additional language that I suggest be inserted in the Bylaws in the
places indicated on the fax to John Rupley.  Following these inserts is an explanation of legal issues
for the board to consider regarding indemnification and conflict of interest transactions, including a
potential change to the Articles of Incorporation.

Insert 2A:

Except as otherwise specifically provided by the articles of incorporation or these bylaws, all
matters shall be decided by the vote of a majority of members present at the meeting at which a
quorum is present. Except as otherwise specifically provided by the articles of incorporation or these
Bylaws, the intent of these Bylaws is that members shall not be entitled to vote on any matter which
the Arizona Revised Statutes permit the Bylaws to exclude from a member vote.  In other words,
the members shall not be entitled to vote on any matter, except as specifically stated in the articles
of incorporation or these Bylaws and matters which the Bylaws have no discretion to exclude from
member voting pursuant to Arizona law.

Insert 3A:

(f)  Eligibility to Vote.  All members must be current and in good standing with the Association to be
entitled to vote.  For purposes of determining the right to vote at any meeting of the members, the
information set forth in the membership book maintained by the secretary shall be deemed conclusive
except that, if any member presents evidence as to the incorrectness of the information in the
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membership book, the secretary shall correct the membership book pursuant to the direction of the
majority of members at the meeting, and the right to vote shall be determined from the membership
book as corrected.

(g)  Record Date. The board of directors may fix a time not exceeding twenty (20) days preceding
the date of any meeting as a record date for the determination of members entitled to notice of, and
to vote at, any such meeting.  In the event that no such record date is fixed by the board of directors,
the record date for such determination of members entitled to notice and to vote at any such meeting
shall be the fifteenth (15th) day preceding the date of such meeting. 

Insert 5A:

the director at the beginning of the meeting or promptly on the director's arrival at the meeting
objects to holding the meeting or transacting business at the meeting and does not thereafter vote
for or assent to action taken at the meeting.

Insert 11A:
Indemnification and insurance of the Association’s directors and officers are also subject

to the applicable provisions of Arizona’s Nonprofit Corporations Act, as they may be amended
from time to time.  Attached as Attachment A hereto for reference purposes is the text of A.R.S.
§§ 10-3850 through 10-3858 (as of 12/8/05).  Prior to indemnifying or purchasing insurance for
anyone, the Association should check the applicable Arizona law in effect at that time regarding
indemnification and insurance. 

Insert 12A:

§ 3.  Conflicting Interest Transactions.  Transactions with the Association’s directors,
officers and committee members are also subject to the applicable provisions of Arizona’s
Nonprofit Corporations Act, as they may be amended from time to time.  Attached as
Attachment B hereto for reference purposes is the text of A.R.S. §§ 10-3860 through 10-3864 (as
of 12/8/05).  Prior to entering any transaction with any of the Association’s directors, officers or
committee members, the Association should check the applicable Arizona law in effect at that
time regarding such transactions. 

Insert 13A:

§ 5: Notices and Written Communications.  Whenever any notice or other written communication
is required to be given by law or by these Bylaws, it may be given personally or sent by mail,
delivery service, e-mail, or facsimile transmission, charges prepaid, addressed to the person at
his/her/its address as shown on the records of the Association or if it is not so shown on such records
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or is not readily ascertainable, at the place of the address of the member’s lot. Notices and other
written communications shall be deemed received upon delivery, except mailed notices shall be
deemed to have been received three days after deposit in the United States mail, postage prepaid.
 In case such notice or other written communication is sent by e-mail or facsimile transmission, it
shall be deemed given at the time transmitted by the sender.  All such notices and written
communications shall be filed with the records of the Association.  For any lot with multiple owners,
the owners thereof shall designate, in a writing provided to the secretary, one person to be the
designated representative to receive notices and communications, and any notice or communication
sent to such designated representative shall be effective notice or communication to all owners of
such lot.

Certain legal issues for the board to consider regarding indemnification and conflict
of interest transactions, including a potential change to the Articles of Incorporation.

Article X of the Articles of Incorporation and Articles XI and XII of the Bylaws are
based on the old, repealed nonprofit corporation statutes.  If you want to provide for the
broadest elimination of liability and indemnification for directors and officers, I recommend
revising Article X of the Articles of Incorporation and Article XI of the Bylaws based on the
current statutes. 

Article X of Articles of Incorporation (Limits on Liability):

If you want to provide for the broadest elimination of liability for directors, I suggest
replacing Article X of the Articles with the following (which is based on A.R.S. § 10-3202.B):

“The personal liability of the directors to the corporation and its members for monetary
damages for any action taken or any failure to take any action as a director, including breach of a
fiduciary duty as a director, is eliminated to the fullest extent permitted by applicable law. For
purposes of this provision, "director" shall include a trustee or persons who serve on a board of
the corporation in an advisory capacity.”

You should be aware that A.R.S. § 10-3202.B does not allow Articles or Bylaws to
eliminate liability of, or indemnify, directors for any of the following:

      (a) The amount of a financial benefit received by a director to which the director is not
entitled.
      (b) An intentional infliction of harm on the corporation or the members.
      (c) A violation of section 10-3833 [i.e., liability for unlawful distributions].
      (d) An intentional violation of criminal law.
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Therefore, under current law, the directors will be liable and may not be indemnified for the
foregoing acts, no matter what the Articles and Bylaws say.  You may choose to include this list
of exceptions in the Articles, as was done in the current Article X.  However, I suggest not doing
that if you want the limitation on liability to remain as extensive as possible if the applicable law
changes in the future.  In that way, you can avoid the situation that now exists with the current
Article X, which still includes exceptions from the old law that are in some respects more
extensive than the current law.   Under the current Article X, the directors are also subject to
liability for the following (in addition to the exceptions listed above from A.R.S. § 10-3202.B):

(a) Any breach of the director's duty of loyalty to the corporation or its members.
(b) Acts or omissions which are not in good faith or which involve intentional misconduct

or a knowing violation of law.
(c) A violation of [the successor provision to] A.R.S. \[sc] 10-1026 (which prohibits the

issuance of shares of capital stock or dividends).
(d) Any transaction from which the director derived an improper and personal benefit.
(e) A violation of [the successor provision to] A.R.S. \[sc] 10-1097 (which relates to

director conflicts of interest).

Changing Article X to eliminate liability simply “to the fullest extent permitted by applicable
law” allows the limitation on liability to automatically remain as broad as the law will allow even
if the law changes, and without the need to amend the Articles again. 

New Article XI of Articles of Incorporation (Indemnification):

If you want to provide for the broadest indemnification for directors allowed by law, you
can add the following as a new Article XI:  “The corporation shall [NOTE: If you want to give
the board discretion, rather than make the indemnification mandatory, then change “shall” to
“may.”] indemnify a director for liability, as defined in A.R.S. Section 10-3850 and any successor
provision, to any person for any action taken, or any failure to take any action, as a director, to
the fullest extent permitted by applicable law.” 

I am not recommending that you make this change.  I just want to bring it to your
attention as an option.  It might or might not reflect your intentions.  This addition to the
Articles would have the effect of eliminating the requirement imposed by A.R.S. § 10-3851 that
indemnification of directors is permitted only if all of the following conditions exist:

      (a) The individual's conduct was in good faith.
      (b) The individual reasonably believed:
         (i) In the case of conduct in an official capacity with the corporation, that the conduct was
in its best interests.
         (ii) In all other cases, that the conduct was at least not opposed to its best interests.
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Article XI of the Bylaws contains these same these pre-conditions to indemnification of anyone
(including directors).  If you want to retain these pre-conditions for directors, then there is no
need to amend the Articles of Incorporation with respect to indemnification.  If you do want to
eliminate these pre-conditions for directors, then you can add the suggested new Article XI to the
Articles of Incorporation and then revise Article XI of the Bylaws so that the pre-conditions do
not apply to directors. 

Bylaws Article XI

I changed the reference to the Arizona Revised Statutes to refer to the current statutes
that allow indemnification of directors and officers.  I also allowed for the board to determine the
scope of discretionary indemnification.

 I circled “plaintiff” because you might want to limit the circumstances in which the HOA
must indemnify a director, etc. who chooses to initiate an action as a plaintiff, other than actions
on behalf of the HOA.  Indemnification typically concerns liability and costs for defending a
claim, not for bringing a claim as a plaintiff.  For example, do you intend this indemnification to
include bringing a claim against the HOA?  Should it include claims that are groundless or that the
director, etc. does not win for some other reason?   If the person wins the case and collects
damages from someone, should they still be entitled to have the HOA pay their costs and
expenses?

You should be aware that the indemnification of directors and officers (but not
indemnification of other people who are not officers, e.g., employees, volunteers and agents) are
subject to the provisions of A.R.S. §§ 10-3850 through 10-3858.  The full text of these statutes is
set forth in Attachment A to this memo, which I suggest you attach to the Bylaws and/or
provide to all directors, officers and other people with an interest in such matters.

Bylaws Article XII

I added a reference to the requirements of A.R.S. §§ 10-3860 through 10-3864, which are
the current statutes regarding conflict of interest transactions.  The full text of these statutes is
set forth in Attachment B to this memo, which I suggest you attach to the Bylaws and/or provide
to all directors, officers and other people with an interest in such matters.
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 Attachment A
Indemnification and Insurance of Directors and Officers of Nonprofit Corporations

(A.R.S. §§ 10-3850 through 10-3858) (as of 12/8/05)

A.R.S. § 10-3850 (Definitions)

In this article, unless the context otherwise requires:

   1. "Corporation" includes any domestic or foreign predecessor entity of a corporation in a
merger or other transaction in which the predecessor's existence ceased upon consummation of
the transaction.

   2. "Director" means an individual who is or was a director of a corporation or an individual
who, while a director of a corporation, is or was serving at the corporation's request as a director,
officer, partner, trustee, employee or agent of another foreign or domestic corporation,
partnership, joint venture, trust, employee benefit plan or other entity. A director is considered
to be serving an employee benefit plan at the corporation's request if the director's duties to the
corporation also impose duties on or otherwise involve services by the director to the plan or to
participants in or beneficiaries of the plan. Director includes the estate or personal representative
of a director and includes ex officio members of the board.

   3. "Expenses" include attorney fees and other costs and expenses reasonably related to a
proceeding.

   4. "Liability" means the obligation to pay a judgment, settlement, penalty or fine, including an
excise tax assessed with respect to an employee benefit plan, or reasonable expenses actually
incurred with respect to a proceeding and includes obligations and expenses that have not yet
been paid by the indemnified persons but that have been or may be incurred.

   5. "Officer" means an individual who is or was an officer of a corporation or an individual who,
while an officer of a corporation, is or was serving at the corporation's request as a director,
officer, partner, trustee, employee or agent of another foreign or domestic corporation,
partnership, joint venture, trust, employee benefit plan or other entity. An officer is considered
to be serving an employee benefit plan at the corporation's request if the officer's duties to the
corporation also impose duties on or otherwise involve services by the officer to the plan or to
participants in or beneficiaries of the plan. Officer includes the estate or personal representative
of an officer.

   6. "Official capacity" means if used with respect to a director, the office of director in a
corporation and, if used with respect to an officer as contemplated in section 10-3856, the office
in a corporation held by the officer. Official capacity does not include service for any other
foreign or domestic corporation or any partnership, joint venture, trust, employee benefit plan,
or other entity.
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   7. "Outside director" means a director who, when serving as a director, is not or was not a
compensated officer, employee or member holding more than ten per cent of the voting power of
the corporation or any affiliate of the corporation or an officer, employee or holder of more than
ten per cent of the voting power of such a member or any affiliate of that member.

   8. "Party" includes an individual who was, is or is threatened to be made a named defendant or
respondent in a proceeding.

   9. "Proceeding" means any threatened, pending or completed action, suit or proceeding,
whether civil, criminal, administrative or investigative and whether formal or informal.

HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3851 (Authority to indemnify)

A. Except as provided in subsection D of this section, a corporation may indemnify an individual
made a party to a proceeding because either:

   1. The individual is or was a director against liability incurred in the proceeding if all of the
following conditions exist:

      (a) The individual's conduct was in good faith.

      (b) The individual reasonably believed:

         (i) In the case of conduct in an official capacity with the corporation, that the conduct was
in its best interests.

         (ii) In all other cases, that the conduct was at least not opposed to its best interests.

      (c) In the case of any criminal proceedings, the individual had no reasonable cause to believe
the conduct was unlawful.

   2. The director engaged in conduct for which broader indemnification has been made permissible
or obligatory under a provision of the articles of incorporation pursuant to section 10-3202,
subsection B, paragraph 2.

B. A director's conduct with respect to an employee benefit plan for a purpose the director
reasonably believed to be in the interests of the participants in and beneficiaries of the plan is
conduct that satisfies the requirement of subsection A, paragraph 1, subdivision (a) of this
section.

C. The termination of a proceeding by judgment, order, settlement or conviction or on a plea of
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no contest or its equivalent is not of itself determinative that the director did not meet the
standard of conduct described in this section.

D. A corporation may not indemnify a director under this section either:

   1. In connection with a proceeding by or in the right of the corporation in which the director
was adjudged liable to the corporation.

   2. In connection with any other proceeding charging improper personal benefit to the director,
whether or not involving action in the director's official capacity, in which the director was
adjudged liable on the basis that personal benefit was improperly received by the director.

E. Indemnification permitted under this section in connection with a proceeding by or in the right
of the corporation is limited to reasonable expenses incurred in connection with the proceeding.

HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3852 (Mandatory indemnification)

A. Unless limited by its articles of incorporation, a corporation shall indemnify a director who
was the prevailing party, on the merits or otherwise, in the defense of any proceeding to which
the director was a party because the director is or was a director of the corporation against
reasonable expenses incurred by the director in connection with the proceeding.

B. Unless limited by its articles of incorporation, section 10-851, subsection D or subsection C
of this section, a corporation shall indemnify an outside director against liability. Unless limited
by its articles of incorporation or subsection C of this section, a corporation shall pay an outside
director's expenses in advance of a final disposition of a proceeding, if the director furnishes the
corporation with a written affirmation of the director's good faith belief that the director has met
the standard of conduct described in section 10-851, subsection A and the director furnishes the
corporation with a written undertaking executed personally, or on the director's behalf, to repay
the advance if it is ultimately determined that the director did not meet the standard of conduct.
The undertaking required by this subsection is an unlimited general obligation of the director but
need not be secured and shall be accepted without reference to the director's financial ability to
make repayment.

C. A corporation shall not provide the indemnification or advancement of expenses described in
subsection B of this section if a court of competent jurisdiction has determined before payment
that the outside director failed to meet the standards described in section 10-851, subsection A,
and a court of competent jurisdiction does not otherwise authorize payment under section 10-
854. A corporation shall not delay payment of indemnification or expenses under subsection B of
this section for more than sixty days after a request is made unless ordered to do so by a court of
competent jurisdiction.
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HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3853 (Advance for expenses)

A. A corporation may pay for or reimburse the reasonable expenses incurred by a director who is
a party to a proceeding in advance of final disposition of the proceeding if both of the following
conditions exist:

   1. The director furnishes to the corporation a written affirmation of the director's good faith
belief that the director has met the standard of conduct described in section 10-3851 or that the
proceeding involves conduct for which liability has been eliminated under a provision of the
articles of incorporation pursuant to section 10-3202, subsection B, paragraph 1.

   2. The director furnishes the corporation with a written undertaking, executed personally or on
the director's behalf, to repay the advance if the director is not entitled to mandatory
indemnification under section 10-3852 and it is ultimately determined that the director did not
meet the standard of conduct.

B. The undertaking required by subsection A, paragraph 2 of this section is an unlimited general
obligation of the director but need not be secured and may be accepted without reference to
financial ability to make repayment.

C. Authorizations of payments under this section shall be made in a manner consistent with
section 10-3830 or 10-3842.

D. This section does not apply to advancement of expenses to or for the benefit of an outside
director. Advances to outside directors shall be made pursuant to section 10-3852.

HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3854  (Court ordered indemnification)

Unless a corporation's articles of incorporation provide otherwise, a director of the corporation
who is a party to a proceeding may apply for indemnification or an advance for expenses to the
court conducting the proceeding or to another court of competent jurisdiction. On receipt of an
application, the court after giving any notice the court considers necessary may order
indemnification advances for expenses if it determines either:

   1. The director is entitled to mandatory indemnification under section 10-3852, in which case
the court shall also order the corporation to pay the director's reasonable expenses incurred to
obtain court ordered indemnification.
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   2. The director is fairly and reasonably entitled to indemnification in view of all the relevant
circumstances, whether or not the director met the standard of conduct set forth in section 10-
3851 or was adjudged liable as described in section 10-3851, subsection D, but if the director was
adjudged liable under section 10-3851, subsection D, indemnification is limited to reasonable
expenses incurred.

HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3855 (Determination and authorization of indemnification)

A. A corporation may not indemnify a director under section 10-3851 unless authorized in the
specific case after a determination has been made that indemnification of the director is
permissible in the circumstances because the director has met the standard of conduct set forth in
section 10-3851.

B. The determination shall be made either:

   1. By the board of directors by a majority vote of the directors not at the time parties to the
proceeding.

   2. By special legal counsel:

      (a) Selected by majority vote of the disinterested directors.

      (b) If there are no disinterested directors, selected by majority vote of the board of directors.

   3. By the members, but directors who are at the time parties to the proceeding may not vote on
the determination.

C. Neither special legal counsel nor any member has any liability whatsoever for a determination
made pursuant to this section. In voting pursuant to subsection B of this section, directors shall
discharge their duty in accordance with section 10-3830.

D. Authorization of indemnification and evaluation as to reasonableness of expenses shall be
made in the same manner as the determination that indemnification is permissible, except that if
the determination is made by special legal counsel, authorization of indemnification and
evaluation as to reasonableness of expenses shall be made by those entitled under subsection B,
paragraph 2 of this section to select counsel.

HISTORY: Last year in which legislation affected this section: 1997
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A.R.S. § 10-3856  (Indemnification of officer)

A. A corporation may indemnify and advance expenses under this article to an officer of the
corporation who is a party to a proceeding because the individual is or was an officer of the
corporation as follows:

   1. To the same extent as a director.

   2. If the individual is an officer but not a director, to the further extent as may be provided by
the articles of incorporation, the bylaws, a resolution of the board of directors, or contract except
for:

      (a) Liability in connection with a proceeding by or in the right of the corporation other than
for reasonable expenses incurred in connection with the proceeding.

      (b) Liability arising out of conduct that constitutes:

         (i) Receipt by the officer of a financial benefit to which the officer is not entitled.

         (ii) An intentional infliction of harm on the corporation or the members.

         (iii) An intentional violation of criminal law.

B. Subsection A, paragraph 2 of this section applies to an officer who is also director if the basis
on which the officer is made a party to the proceeding is an act or omission solely as an officer.

C. An officer of a corporation who is not a director is entitled to mandatory indemnification
under section 10-3852, subsection A and may apply to a court under section 10-3854 for
indemnification or an advance for expenses, in each case to the same extent to which a director is
entitled to indemnification or advance for expenses under those sections.

HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3857 (Insurance)

A corporation may purchase and maintain insurance on behalf of an individual who is or was a
director or officer of the corporation or who, while a director or officer of the corporation, is or
was serving at the request of the corporation as a director, officer, partner, trustee, employee or
agent of another foreign or domestic corporation, partnership, joint venture, trust, employee
benefit plan or other entity, against liability asserted against or incurred by the individual in that
capacity or arising from the individual's status as a director or officer, whether or not the
corporation would have power to indemnify or advance expenses to the person against the same
liability under this article.
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HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3858 (Application of article)

A. A provision treating a corporation's indemnification of or advance for expenses to directors
that is contained in its articles of incorporation, bylaws, a resolution of its members or board of
directors or a contract or otherwise is valid only if and to the extent the provision is consistent
with this article. If the articles of incorporation limit indemnification or advances for expenses,
indemnification and advances for expenses are valid only to the extent consistent with the articles
of incorporation.

B. This article does not limit a corporation's power to pay or reimburse expenses incurred by a
director in connection with the director's appearance as a witness in a proceeding at a time when
the director has not been made a named defendant or respondent to the proceeding.

C. This article does not limit a corporation's power to indemnify, advance expenses or maintain
insurance on behalf of an employee or agent.

HISTORY: Last year in which legislation affected this section: 1997
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Attachment B
Conflicting Interest Transactions

(A.R.S. §§ 10-3860 through 10-3864) (as of 12/8/05)

A.R.S. § 10-3860 (Definitions)

In this article, unless the context otherwise requires:

   1. "Conflicting interest" with respect to a corporation means the interest a director of the
corporation has respecting a transaction effected or proposed to be effected by the corporation,
by a subsidiary of the corporation or by any other entity in which the corporation has a
controlling interest if either:

      (a) Whether or not the transaction is brought before the board of directors of the corporation
for action, the director knows at the time of commitment that the director or a related person
either:

         (i) Is a party to the transaction.

         (ii) Has a beneficial financial interest in or is so closely linked to the transaction and of such
financial significance to the director or a related person that the interest would reasonably be
expected to exert an influence on the director's judgment if he were called on to vote on the
transaction.

      (b) The transaction is brought or is of such character and significance to the corporation that
it would in the normal course be brought before the board of directors of the corporation for
action, and the director knows at the time of commitment that any of the following persons is
either a party to the transaction or has a beneficial financial interest in or is so closely linked to
the transaction and of such financial significance to the person that the interest would reasonably
be expected to exert an influence on the director's judgment if the director were called on to vote
on the transaction:

         (i) An entity, other than the corporation, of which the director is a director, general partner,
agent or employee.

         (ii) A person that controls one or more of the entities specified in item (i) of this
subdivision or an entity that is controlled by or is under common control with one or more of the
entities specified in item (i) of this subdivision.

         (iii) An individual who is a general partner, principal or employer of the director.

   2. "Director's conflicting interest transaction" with respect to a corporation means a transaction
effected or proposed to be effected by the corporation, by a subsidiary of the corporation or by
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any other entity in which the corporation has a controlling interest respecting which a director of
the corporation has a conflicting interest.

   3. "Related person" of a director means either:

      (a) The spouse, or a parent or sibling of the spouse, of the director, a child, grandchild,
sibling, parent or spouse of a child, grandchild, sibling or parent, of the director, an individual
having the same home as the director or a trust or estate of which an individual specified in this
subdivision is a substantial beneficiary.

      (b) A trust, estate, incompetent, conservatee or minor of which the director is a fiduciary.

   4. "Required disclosure" means disclosure by the director who has a conflicting interest of both:

      (a) The existence and nature of the conflicting interest.

      (b) All facts known to the director respecting the subject matter of the transaction that an
ordinarily prudent person would reasonably believe to be material to a judgment about whether
or not to proceed with the transaction.

   5. "Time of commitment" respecting a transaction means the time when the transaction is
consummated or, if made pursuant to contract, the time when the corporation, or its subsidiary
or the entity in which it has a controlling interest, becomes contractually obligated so that its
unilateral withdrawal from the transaction would entail significant loss, liability or other damage.

HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3861 (Judicial action)

A. A transaction that is effected or proposed to be effected by a corporation, or by a subsidiary
of the corporation or any other entity in which the corporation has a controlling interest, and that
is not a director's conflicting interest transaction shall not be enjoined, be set aside or give rise to
an award of damages or other sanctions in a proceeding by a member or by or in the right of the
corporation, because a director of the corporation, or any person with whom or with which the
director has a personal, economic or other association, has an interest in the transaction.

B. A director's conflicting interest transaction shall not be enjoined, be set aside or give rise to an
award of damages or other sanctions in a proceeding by a member by or in the right of the
corporation, because the director, or any person with whom or with which the director has a
personal, economic or other association, has an interest in the transaction, if either:

   1. Directors' action respecting the transaction was taken at any time in compliance with section
10-3862.
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   2. Members' action respecting the transaction was taken at any time in compliance with section
10-3863.

   3. The transaction, judged according to the circumstances at the time of commitment, is
established to have been fair to the corporation.

C. Any person seeking to have a director's conflicting interest transaction enjoined, set aside or
give rise to an award of damages or other sanctions shall first prove by clear and convincing
evidence that subsection B of this section is not applicable.

HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3862 (Directors' action; definition)

A. Directors' action respecting a transaction is effective for purposes of section 10-3861,
subsection B, paragraph 1 if the transaction received the affirmative vote of a majority, but at
least two, of those qualified directors on the board of directors or on a duly empowered
committee of the board who voted on the transaction after either required disclosure to them, to
the extent the information was not known by them, or compliance with subsection B of this
section. Action by a committee is effective under this section only if both:

   1. All of its members are qualified directors.

   2. Members are either all of the qualified directors on the board or are appointed by the
affirmative vote of a majority of the qualified directors or the board.

B. If a director has a conflicting interest regarding a transaction but neither the director nor a
related person of the director specified in section 10-3860, paragraph 3, subdivision (a) is a party
to the transaction and if the director has a duty under law or professional canon or a duty of
confidentiality to another person, respecting information relating to the transaction such that the
director may not make the disclosure described in section 10-3860, paragraph 4, subdivision (b),
disclosure is sufficient for purposes of subsection A of this section if the director both:

   1. Discloses to the directors voting on the transaction the existence and nature of the conflicting
interest and informs them of the character and limitations imposed by that duty before their vote
on the transaction.

   2. Plays no part, directly or indirectly, in their deliberations or vote.

C. A majority, but at least two, of all of the qualified directors on the board of directors or on the
committee is a quorum for purposes of action that complies with this section. Directors' action
that otherwise complies with this section is not affected by the presence or vote of a director



Memo_BylawsRevisions_120905.doc
Page 16 of 18

who is not a qualified director.

D. For purposes of this section, "qualified director" means, with respect to a director's conflicting
transaction, any director who does not have either:

   1. A conflicting interest respecting the transaction.

   2. A familial, financial, professional or employment relationship with a second director who
does have a conflicting interest respecting the transaction, which relationship would, in the
circumstances, reasonably be expected to exert an influence on the first director's judgment when
voting on the transaction.

HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3863 (Members' action; definition)

A. Members' action respecting a transaction is effective for purposes of section 10-3861,
subsection B, paragraph 2 if a majority of the votes entitled to be cast by the holders of all
qualified membership interests was cast in favor of the transaction after all of the following:

   1. Notice to members describing the director's conflicting interest transaction.

   2. Provision of the information referred to in subsection C of this section.

   3. Required disclosure to the members who voted on the transaction, to the extent the
information was not known by them.

B. A majority of the votes entitled to be cast by the holders of all qualified membership interests
is a quorum for the purposes of action that complies with this section. Subject to subsections C
and D of this section, members' action that otherwise complies with this section is not affected
by the presence of members or the voting of membership interests that are not qualified
membership interests.

C. For purposes of compliance with subsection A of this section, a director who has a conflicting
interest respecting the transaction shall inform, before the members' vote, the secretary, or other
officer or agent of the corporation authorized to tabulate votes, of the number and the identity of
persons holding or controlling the vote of all membership interests that the director knows are
beneficially owned, or the voting of which is controlled, by the director or by a related person of
the director, or both.

D. If a member's vote does not comply with subsection A of this section solely because of a
failure of a director to comply with subsection C of this section and if the director establishes
that his failure did not determine and was not intended by him to influence the outcome of the
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vote, the court, with or without further proceedings respecting section 10-3861, subsection B,
paragraph 3, may take such action, respecting the transaction and the director and give such
effect, if any, to the members' vote, as it considers appropriate in the circumstances.

E. For purposes of this section, "qualified membership interests" means any membership
interests entitled to vote with respect to the director's conflicting interest transaction except
membership interests that, to the knowledge, before the vote, of the secretary or other officer or
agent of the corporation authorized to tabulate votes, are beneficially owned, or the voting of
which is controlled, by a director who has a conflicting interest respecting the transaction or by a
related person of the director, or both.

HISTORY: Last year in which legislation affected this section: 1997

A.R.S. § 10-3864 (Conflict of interest policy; exceptions)
[NOTE:  This section will not apply to El Encanto Estates HOA as long as it meets the
requirements of the exceptions in B.1 or B.2 of this section.]

A. The board of directors of a corporation shall adopt a policy regarding transactions between the
corporation and interested persons, including the sale, lease or exchange of property to or from
interested persons and the corporation, the lending or borrowing of monies to or from interested
persons by the corporation or the payment of compensation by the corporation for services
provided by interested persons. For the purposes of this subsection, "interested person" means
an officer or director of a corporation or any other corporation, firm, association or entity in
which an officer or director of a corporation is a member, officer or director or has a financial
interest.

B. The requirements of this section do not apply to any of the following:

   1. A corporation that had assets at the end of its last fiscal year with a book value of less than
ten million dollars, net of accumulated depreciation, or had gross receipts or revenues of less than
two million dollars in its last fiscal year.

   2. A corporation that offers goods or services only to members who are entitled to vote for its
board of directors.

   3. A corporation organized for religious purposes that does not have, as a substantial portion of
its business, the offering of goods or services on a regular basis to the public for remuneration.

   4. A corporation organized by or on behalf of the United States, this state, a political
subdivision of this state or an agency or instrumentality of such a governmental entity.

   5. A hospital, medical, dental or optometric service corporation licensed pursuant to title 20,
chapter 4, article 3.
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C. For the purposes of subsection B, paragraph 3:

   1. Goods and services include medical, hospital, dental or counseling or social services offered
on a regular basis to the public for remuneration.

   2. A corporation organized for religious purposes includes a corporation or foreign corporation
that controls or is controlled directly or indirectly by a corporation or foreign corporation
organized for religious purposes.

D. The exemption provided by subsection B, paragraph 4 does not apply to a corporation that
provides services to or operates assets of the governmental entity pursuant to a lease or contract.

HISTORY: Last year in which legislation affected this section: 1997


