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Dedicated to the continued growth of
good businessin Arizona

Because of the many complex issues discussed and the evolving
nature of the law, this guide is neither legal advice nor intended to be a
substitute for the services of an attorney. Users should remember that
laws, regulations, and procedures change, and although the information
in this guide was current as of its publication date, a lawyer should be
consulted before proceeding with any matter.






Snell & Wilmer isalaw firm that is focused on delivering exception,
cost-effective, and efficient quality legal services to our clients. We are
committed to continuous improvement through the use of advanced tech-
nology and open communication and feedback with our clients and staff.
Our attorneys provide quality legal representation to meet our clients
evolving needs by frequently expanding practice areas, sponsoring client
seminars, and publishing newsletters devoted to specific practice areas.
We rely on teamwork, hard work, creativity, innovation, and dedication to
provide the best possible service to our clients.

Founded in 1938, Snell & Wilmer is afull-service law firm that has
grown to be one of the largest in the western United States, with more than
260 attorneysin Phoenix and Tucson, Arizona, Irvine, California, and Salt
Lake City, Utah. The firm represents more than 10,000 clients, ranging
from publicly-traded national and multinational corporations to emerging
enterprises and individualsin all areas of general civil practice.
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INTRODUCTION

Asthe largest business law firm in Arizona and one of the largest in
the western United States, Snell & Wilmer handles the full range of trans-
actional and litigation legal issues facing businessestoday. Over the years,
our attorneys have gained extensive experience representing businesses of
al sizesinvirtualy every industry.

Snell & Wilmer represents more than 10,000 clients ranging from
large, publicly traded, multinational corporations to small businesses and
emerging enterprises. We have worked with entrepreneurs and corporate
clients through every stage of business development and growth, many of
whom have yielded some of Arizona's most viable business ventures. Our
clients value working with a legal team that not only knows the law, but
thinkslike abusinessperson aswell. Understanding the clients' businessis
critical to building and maintaining successful relationships.

Given the depth and breadth of our experience, our attorneys provide
the highest quality legal advice and sound business counsel. Thelong-term
business relationships that we have forged over the years have sustained
our firm’s Phoenix and Tucson, Arizona offices. These same relationships
have fueled the expansion of Snell & Wilmer throughout the West, match-
ing the footprints of many of our clients' growing businesses.

Snell & Wilmer’'s commitment to helping businesses succeed in Ari-
zona is the driving force behind our publication of this third edition of
Doing Business in Arizona. Through a broad discussion of common legal
issues faced by Arizona businesses, especially those that are unique to the
state, this book serves as an invaluable resource to companies and entre-
preneurs starting or expanding a businessin Arizona.

Because of the many complex issues discussed and the evolving
nature of the law, this guide is neither legal advice nor intended to be a
substitute for the services of an attorney. Users should remember that
laws, regulations, and procedures change, and, although the information in
this guide was current at publication, an attorney should be consulted
before proceeding with any matter.

Snell & Wilmer LLe
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A BRIEF FACTUAL
LOOK AT ARIZONA

POPULATION AND JOB GROWTH

Sincethe early ‘90s, Arizona has experienced tremendous popul ation
and job growth. The state’s increase in population consistently surpasses
national averages, with Arizona growing more than four times faster than
the nationa rate. Recently recognized as the second fastest-growing state
in the nation, Arizona grew from 3.67 million people in 1990 to 5.94 mil-
lion in 2005. That is a 62 percent increase, which is more than four times

the national growth rate of 13.1 percent.

As people flock to the West for better quality of life and business
opportunities, Arizona continues to experience rapid growth. The state’s
population has more than doubled, on average, every 20 years since the
U.S. Census Bureau counted 122,931 residents in 1900.

According to U.S. Census Bureau projections, Arizona's population
will continue to grow at an accelerated pace until the year 2030. Census
estimates indicate that Arizona will remain the second fastest growing
state in the country, increasing its popul ation over the next quarter-century
by 109 percent — just 5 percent behind Nevada. Those gains would boost
Arizona into the top ten states in total population, moving it up from its

current position asthe 17th largest state in the nation to the tenth largest by
2030, with an estimated population of 10.7 million.2

Population Trends

| 2005 | 2000 | 1990
Arizona ‘ 5,939,292 ‘ 5,130,632 ‘ 3,665,228
Phoenix ’ 1,461,575 ‘ 1,321,045 ’ 983,403

Source: U.S. Census Bureau, 2005 Population Estimates, Census 2000, 1990 Census

1. Greater Phoenix Economic Council and the U.S. Census Bureau, 2005
2. U.S. Census Bureau, 2005
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Arizona's largest city has enjoyed even faster growth than the state.
The greater Phoenix population has increased by 62 percent since 1990,

compared to the U.S. rate of only 13.1 percent.® With a population of
about 1.5 million people and a metropolitan area population of 3.6 mil-

Iion,4 Phoenix is the nation’s sixth-largest city behind New York, Los

Angeles, Chicago, Houston, and Philadel phia.® Because of the many com-
plex issues discussed and the evolving nature of the law, this guide is nei-
ther legal advice nor intended to be a substitute for the services of an
attorney. Users should remember that laws, regulations, and procedures
change and, although the information in this guide was current at publica-
tion, an attorney should be consulted before proceeding with any matter.

TEN LARGEST U.S. CITIES: 2000 AND 2005 (NUMBERS IN THOUSANDS)

. . Change 2000 to
Rank City Population %005

April 1, 2000 July 1, 2005 Number Percent
1 New York, NY 8,008.7 8,143.2 135.5 1.7
2 | Los Angeles, CA 3,694.6 3,844.8 150.3 4.1
3 Chicago, IL 2,896.0 2,8425 -53.5 -1.8
4 Houston, TX 1,957.0 2,016.6 59.6 3.0
5 | Philadelphia, PA 1,517.6 1,463.3 -54.3 -3.6
6 Phoenix, AZ 1,321.6 1,461.6 140.0 10.6
7 | San Antonio, TX 1,151.4 1,256.5 105.1 9.1
8 San Diego, CA 1,223.4 1,255.5 32.1 2.6
9 Dallas, TX 1,188.6 1,213.8 25.2 21
10 San Jose, CA 895.3 912.3 17.0 1.9

Source: U.S. Census Bureau, Population Estimates, April 1, 2000 and July 1, 2005

Impressive job growth goes hand-in-hand with the state's population
surges. The Arizona economy creates far more jobs than can be filled by
its existing residents.® The state has been among the top performers

nationally in job creation for severa decades.”

U.S Census, Bureau, 2005

Greater Phoenix Economic Council

U.S. Census Bureau, 2005

Arizona State University, W. P. Carey School of Business
Tucson Citizen, May 10, 2005

No o k~ow
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The Arizona job creation machine continues to roll, according to the
current issue of the Arizona Blue Chip Economic Outlook. Right now, one
out of every 52 jobs in the United States is found in Arizona. However,
over thelast year, Arizona accounted for one out of every 15 new jobs cre-
ated. Thisis quiteimpressive, but the state’s performance, since the reces-
sion ended in November 2001, is even more so. During this period,
Arizona gained approximately 341,000 jobs, or one out of every 10 jobs

created in the United States.®

The Blue Chip panel believes that employment will be up 3.7 percent
in 2007, representing another 73,400 additiona jobs. They also predict
that even with the expected slowdown in housing, commercia construc-

tion is anticipated to be strong.®

Employment hasincreased 112 percent since 1985, with 32.2 percent
of that growth occurring since 1995. From 1995 to 2004, Arizona created
more than 578,000 jobs — the second-highest performance of any state in
the country. The greater Phoenix area alone has averaged 50,000 new jobs

per year since 1994.1° puri ng the one-year period ending May 2004, the
Phoenix metropolitan area posted a 2.73 percent job growth rate — the
third-highest non-agricultural job gain in the nation among metros with

more than one million workers. 1t

From March 2004 to March 2005, Arizona s non-farm employment
grew at arate of 3.88 percent — more than twice the U.S. rate of 1.64 per-
cent during the same period, ranking Arizona as second in the nation

behind Nevada in non-farm job growth based on the percent change.12

In April 2005, Arizona added 11,500 non-farm jobs, for a year-over-
year increase of 3.8 percent since April 2004. The state's performance
notably exceeds that of the country as awhole, which added 274,000 jobs
in April 2005 at ayear-over-year U.S. job growth rate less than half of Ari-
zona's at 1.7 percent. Construction, professional and business services,

and leisure and hospitality posted the largest job gains.'® Economists pre-
dict that 2005 will bring Arizona the fastest expansion of the decade, with

the job growth rate projected to reach 5.3 percent by the end of the year.1

8. “Arizona Job Growth Remains Strong,” Clark and Concors, W.P. Carey
School of Business, October 3, 2006

9. *“Arizona Job Growth Remains Strong,” Clark and Concors, W.P. Carey
School of Business, October 3, 2006

10. Greater Phoenix Economic Council

11. Blue Chip Job Growth Update, referenced by Greater Phoenix Economic
Council

12. Arizona Department of Commerce and Western Blue Chip Economic Forecast

13. Arizona Department of Economic Security and The Arizona Republic, May 20,
2005
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Arizona economic officials expect the state to add more than 191,000
non-farm jobs by the end of 2006 at a growth rate of 4.2 percent. Between
2003 and 2013, analysts estimate Arizona will create more than 600,000

new jobs at a 10-year growth rate of 23.9 percent.!® In comparison, the
national forecast calls for the U.S. economy to add 4.1 million non-farm

jobsin 2005, at a growth rate of 1.7 percent.16

PERSONAL INCOME

As Arizona's population and economy have grown, so too have per-
sonal income levels. In 2005 Arizona had a per capita persona income
(“PCPI") of $30,157. This PCPI ranked 38th in the United States and was
87 percent of the national average, $34,495. The 2005 PCPI reflected an
increase of 5.3 percent from 2004. The 2004-2005 national changewas 4.2
percent. The 1995-2005 average annua growth rate of PCPI was 4.2 per-

cent. The average annual growth rate for the nation was 4.1 percent.’

ExPORTS

The year 2005 was one of Arizona's most paramount years for
exports, with the state’s worldwide total equaling $14.9 billion. Arizona

ranked 17th among the 50 statesin terms of total exportsin 2005.18
Arizona exported globally to 196 foreign destinations in 2005. The
state’'s largest market was NAFTA member Mexico. Arizona posted
exports of $4.8 hillion to Mexico, amost one-third (32 percent) of the
state’s total export shipments in 2005. Mexico was followed by NAFTA
member Canada ($1.6 billion) and Malaysia ($779 million). Other top
markets included the United Kingdom, Germany, Singapore, China, the

Netherlands, Thailand, and Japan.®

14. Tucson Citizen, May 10, 2005 and U.S. Bureau of Labor Statistics

15. Arizona Department of Economic Security

16. Global Insight, as referenced by Arizona Department of Economic Security in
April 7, 2005, “Arizona’s Workforce” press release

17. Bureau of Economic Analysis

18. International Trade Administration, U.S. Department of Commerce, Septem-
ber 2006

19. International Trade Administration, U.S. Department of Commerce, Septem-
ber 2006
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EXPORTS FROM ARIZONA IN THOUSANDS ($USD)

Partner 2000 2001 2002 2003 2004 2005

World Total 14,333,689 12,513,510 11,871,004 13,323,392 13,422,913 14,949,570

Mexico 4,651,656 3,581,323 3,044,186 3,229,462 3,794,138 4,757,299
Canada 1,490,782 1,335,747 1,167,336 1,131,030 1,386,488 1,614,745
Malaysia 924,105 915,275 1,211,026 1,628,764 744,014 778,635

United Kingdom 925,043 984,031 927,960 741,864 656,815 760,509

Germany 445,192 594,489 525,057 607,019 687,574 743,157
Singapore 436,524 380,865 343,883 509,686 603,823 726,899
China 152,142 141,859 380,367 741,260 628,996 649,472
Netherlands 109,478 122,241 102,335 125,615 137,063 526,634
Thailand 385,289 335,208 329,088 322,868 440,244 519,655
Japan 489,815 478,434 327,842 466,430 439,796 514,879
France 556,861 632,045 442,603 349,843 466,208 441,279
Taiwan 621,921 332,189 374,395 338,537 326,600 229,635

Provided by the Office of Trade and Industry Information (OTIIl), Manufacturing and
Services, International Trade Administration, U.S. Department of Commerce

Arizona's biggest growth market, in dollar terms, is Mexico. From
2001 to 2005, export shipments to Mexico increased from $3.6 billion to
$4.8 billion, an increase of 33 percent, or $1.2 billion. Other countries
recording large increases in merchandise exports from Arizona over this
time period were China (up $508 million), the Netherlands (up $404 mil-
lion), Singapore (up $346 million), and Canada (up $279 million).%°

Much of the business Arizona companies do with Mexican and Cana
dian operations can be attributed to global partnerships and the North
American Free Trade Agreement (“NAFTA"), established at the begin-
ning of 1994. NAFTA has enhanced Arizona s economy through its tariff
reductions and provisions to stabilize and improve Mexico's business cli-

20. International Trade Administration, U.S. Department of Commerce, Septem-
ber 2006
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mate. Arizona companies are in a unique position to gain closer and less
costly access to the more than 400,000 NAFTA-enabled workers who pro-

duce $11 trillion worth of goods and services.?! Plus, NAFTA has height-
ened awareness of and increased the number of projects originating near
the Arizona-Mexico border.

Thanks to Arizona's strategic location, companies enjoy easy access
to global and West Coast markets from an affordable business environ-
ment. The Arizona-Mexico Commission and the Arizona Department of
Commerce International Division both facilitate the abundant cross-bor-
der opportunities and the Arizona-Mexico region’s global trade infrastruc-
tures. And, Arizona has become the central hub for the movement of
goods and services throughout western North America and the CAN-
AMEX Trade Corridor.

From a domestic standpoint, Arizona companies benefit from highly
favorable transportation options. Companies can serve much of the coun-
try from Arizona through access to more than 6,000 miles of well-main-
tained highway and road networks. And, back-haul rates provide
substantial savings.

Of Arizona's top 30 markets, exports to Iceland grew the fastest over
the 2001-2005 period. Arizona's exports of goods to Iceland surged from
about $189 thousand to $59.4 million, an increase exceeding 31,200 per-
cent. Other major markets to which Arizonamore than doubled its exports
from 2001 to 2005 were Nigeria, Russia, China, the Netherlands, Turkey,

India, and Argentina.??

The state’s leading export category is computers and el ectronic prod-
ucts, which alone accounted for 41 percent, or $6.1 billion, of Arizona's
total merchandise exportsin 2005. Other top exports that year were trans-
portation equipment ($2.5 billion); electrical equipment, appliances, and
parts ($1.2 billion); machinery manufactures ($1.0 billion); and fabricated

metal products ($515 million).?

21. Arizona Department of Commerce

22. International Trade Administration, U.S. Department of Commerce, Septem-
ber 2006

23. International Trade Administration, U.S. Department of Commerce, Septem-
ber 2006
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2005 EXPORTS FROM ARIZONA TO WORLD

PRoODUCT VALUE ($) PERCENT

. Computers & Electronic Prod. 6,080,095,509 40.7 %
. Transportation Equipment 2,494,904,543 16.7 %
. Elec. Eq., Appliances & Parts 1,167,485,919 7.8 %
. Machinery Manufactures 1,029,122,799 6.9 %

All Others 4,177,961,442 27.9 %

Provided by the Office of Trade and Industry Information (OTIl), Manufacturing and
Services, International Trade Administration, U.S. Department of Commerce.

In dollar terms, Arizona's leading manufactured export growth cate-
gory is electrical equipment, appliances, and parts. Export shipments of
these products during the 2001-2005 period grew from $502 million to
$1.2 billion, an increase of $666 million. Other manufactured export cate-
goriesthat registered large dollar growth from 2001 to 2005 were comput-
ers and electronic products (up $573 million); chemical manufactures (up

$241 million); and machinery manufactures (up $228 miIIion).24

24. International Trade Administration, U.S. Department of Commerce, Septem-
ber 2006
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LEADING INDUSTRIES

In October 2006, six super-sectors reached record level employment
gains. construction; trade, transportation and utilities; financial activities;
professional and business services; educational and health services; and
other services. Over the year Arizonahas added 121,200 jobs, bringing the
total number of non-farm jobs in Arizonain October to 2,684,200, a new
all-time high.

Construction added 3,700 jobs to reach a record level of 252,400
jobs. Trade, transportation, and utilities gained 7,500 jobs in October.
Retail trade added 5,000 jobs. Transportation, warehousing and utilities
also had gains of 1,200. Air transportation was down by 100 jobs, while
truck transportation was up 200. Financial activities expanded by 1,300
jobs to reach a new record of 183,700. Professional and business services
added 5,100 jobs and reached another record, 406,200. Educational and
health services experienced greater-than-average growth by adding 2,900
jobs. Other services (which includes businesses that are not elsewhere
classified) reported an increase of 900 jobs and reached a record level of
employment, 98,800. October represents another solid month of job
growth for Arizona's economy, with over-the-year growth remaining near

five percent.2> Record levels of employment were reached by six of eleven
major industries. All of this suggests an economy with plenty of job oppor-
tunities as Arizona businesses prepare for increased tourism.

Experts project that educational and health servicesjobswill increase
by more than 32,000 by the beginning of 2007. Leisure and hospitality is
another area expected to grow — by more than 18,000 over the same period

due to a strong economy with better tourism prospects.2®

LOCATION

Located in the Mountain region of the 25 western United States, Ari-
zona consistently ranks as one of the best placesin the country to do busi-
ness. A right-to-work state, Arizona's business climate offers severa
advantages: low operating costs; proximity to major markets in Mexico,
Cdifornia, Nevada, New Mexico, Utah, Colorado, and Texas; high quality
of life; askilled labor force; competitive taxes; affordable housing; strong
infrastructure; diverse geography; and agreeable weather.

25. Arizona’s Workforce, A press release from the Arizona Department of Eco-
nomic Security, Research Administration, November 16, 2006
26. Arizona Department of Economic Security
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Thanks to all of these factors, the Phoenix-Mesa metropolitan area

shot up from 431d place to the number three slot on the prestigious Milken
Institute index of the “2004 Best Performing Cities.” The index ranks
based upon an area's economic performance and ability to create and sus-
tain jobs. It includes both long- and short-term measurements of employ-
ment and salary growth. There are also four technology output growth
assessments included because of the technology industry’s crucia role in
regiona economic growth. Milken analysts characterize 2004's top-rank-
ing cities as having agrowing services sector, such astourism, health care,
and construction, due in part to growing populations, low housing costs,
and wealthier, aging residents.

In May 2005, Forbes Magazine echoed the Milken index results and
honored other parts of Arizona as well. This leading business publication
included three Arizona cities on its seventh annual “Best Places for Busi-
ness and Careers’ list. In the larger metro category, Phoenix ranked 12th,

and Tucson camein at No. 22. Flagstaff took the 24t spot in the small cit-
ies category. The rankings are based on business operating and living
costs, work force education levels, job and income growth, and migration

patterns over the past five years.2’

Phoenix also fared well on another formidable businesslistin 2005in
the magazine Best Places for Doing Business in America. The 2005 rank-
ing put Phoenix in the No. 16 spot, up from No. 28 in 2004. The rankings
of 274 cities were primarily based on one- and five-year job growth as
measured by the U.S. Bureau of Labor Statistics.

Yet another accolade for Arizona's biggest city came from Plants
Stes & Parksin March 2004, when the magazine named the greater Phoe-
nix area the fourth-best city in the United States for expansions and relo-
cations. In a similar ranking, the January 2006 publication of Expansion
Management listed Phoenix as the second-best city in the nation for busi-
ness expansions.

The Arizona Department of Commerce’s Business Development and
Attraction Division uses the results of such “best” lists and other meansto
market Arizona worldwide and attract new, high-wage jobs. In 2004, the
Department helped lure more than 6,700 new jobs with an average annual
salary of $33,429 and a capital investment of $213 million through 2007.
The Department al so supports growing companies already operating in the
state.

27. http://www.forbes.com
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BUSINESS COSTS

Some of the perceptions about Arizonaare accurate, casein point: the
state’'s wide-open spaces. Arizona occupies 114,006 square miles, making

it the sixth-largest state in the nation.* Land is readily available throughout
the state. Companies establishing operations or expanding into Arizona
will find affordable build-to-suit opportunities, as well as plenty of exist-
ing facilities. Airport-area industrial parks feature fully developed land
and runway access, and green field sites are available in most communi-
ties.?

The cost of leasing Class A office space in the Phoenix areais lower
than many other large Western markets.>

Office Market Trends Third Quarter 2006
Asking Rental Rates
New York City : : : 1 65.8
San Francisco | ‘ ‘ ‘ 1 38.03
Washington, DC | ‘ ‘ ‘ 136.77
San Mateo | : : 3648
San Diego | : : : 136.48
Orange Co., CA ] 34.111
Fairfield Co., CT | ‘ ‘ 33,59
Los Angeles | : : L 33.35
New York Outer Boroughs | : : : 133
Miami 132.71
San Jose | : : : 1 32.68
Boston | : : ] 3051
Palm Beach Co., FL | : : ‘u 3047
Chicago | : : 3041
Long Island 30.05
Las Vegas | : : 129.98
Westchester Co., NY | : : 129.83
New Jersey, No. & Central | ‘ ‘ 1 29.07
Oakland-East Bay | : : 127.98
Seattle | : : ] 27.65
Phoenix ] 27.09
Philadelphia | ‘ L 26/27
Detroit | ‘ ‘ 1 26/05 |
0 10 20 30 40 50 60 70
Note: Rental rate datarefer to asking rents for space that is available on the market at the end of the quarter. Rates are per
square foot, quoted onan annud, full service gross basis.
Source: Grubb-Ellis, 2006

1. http://www.pacificresearch.org
2. Arizona Department of Commerce
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Arizona also offers lower overall operating business costs than many
other parts of the country. The state’s labor costs and state and local taxes
are all below the national average. Looking at the two biggest cities, the
cost of doing business in Phoenix and Tucson is favorable despite higher-
than-average energy costs. Phoenix has average labor costs, low taxes, and
low office rents, while Tucson has low labor costs, average taxes, and very

low office rents.*

LABOR FORCE

Attracted by better job prospects and an enjoyable lifestyle, skilled
workers continue to migrate to Arizona. In so doing, they keep the states
labor pool competitive and young. While Arizona is known for its retire-
ment-age residents, the state’s population is actually slightly younger than
the national average. Arizona’s median age is 34.5, and the country’s is

36.4 years.5 The average age of the Arizona worker is 33.6
The state’s work force is expected to climb from 2.29 million to 2.88
million during the first decade of this century, increasing the number of

workers by 26 percent from 2000 to 2010.7 The large influx of skilled
workers keeps wages lower than those in similarly sized metropolitan

areas.8

EDUCATION

Education plays an increasingly important role in Arizona business,
as the fastest-growing occupations — professional and technical jobs — will

require more and more training.9 The state provides a variety of quality

3. http://www.grubb-ellis.com

4. “The Cost of Doing Business in Arizona” prepared for the Arizona Depart-
ment of Commerce by Marshall J. Vest, Director of Economic and Business
Research at the University of Arizona’s Director, Economic & Business
Research

5. U.S. Census Bureau, 2005 American Community Survey

6. Western Real Estate Business

7. “Workforce Arizona” brief by WICHE (Western Interstate Commission for
Higher Education)

8. Greater Phoenix Economic Council

9. “Workforce Arizona” brief by WICHE (Western Interstate Commission for
Higher Education)
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educational opportunities. Arizona's public institutions of higher educa-
tion include the Arizona University System and the Community College
System. As of May 2005, more than 114,000 students were enrolled in
Arizona universities compared to a headcount of almost 371,000 part- and

full-time students at Arizona community colleges.1°

The Arizona Board of Regents oversees the three state universities:
Arizona State University (“ASU”) in Tempe, which includes ASU West in
Phoenix and ASU East in Mesa; Northern Arizona University (“NAU”) in
Flagstaff; and the University of Arizona (“UA”") in Tucson, as well as
UA's South campus in Sierra Vista. The State Board of Directors for the
Community Colleges of Arizonaisresponsiblefor 19 community colleges
in ten districts throughout the state. At the end of the 2004-2005 school
year, the Arizona University System awarded 25,559 degrees, represent-

ing a3.7 percent increase over the prior year.!

Other post-secondary institutions operating in the state include
approximately 20 accredited degree-granting private colleges and univer-
sities and 180 trade and technica schools.

Greater Phoenix offers awell-educated work force. Nearly 84 percent
of the population over age 25 earned high school diplomas, and 25.6 per-
cent of the area’s residents have earned a college associate's or bachelor’s

degree.12 More than 440,000 students are enrolled in post-secondary edu-
cation facilities in the Phoenix metropolitan area, which is home to some
30 higher education institutions; three ASU locations, ten private univer-
sities, and a nationally recognized network of community colleges. These
schools steadily produce new work force entrants and aso offer continu-
ing education, as well as customized training for employees of area busi-

nesses. 13

Phoenix also provides a quality secondary education. The 221
Greater Phoenix public school districts, with an average daily attendance
of nearly 762,000 students, recently adopted a new program for raising
standards, requiring more discipline and expecting greater achievement.
As a result, all of the city’s public schools perform above national

norms.* Several schools offer extensive “magnet” and other programs to
improve education opportunities. Magnet programs include aeronautics
and aerospace; visual arts; performing arts; agribusiness, computer stud-

ies; international baccalaureate; applied science and engineering; and 21%

10. Arizona Daily Star, May 29, 2005

11. Arizona Board of Regents

12. U.S. Census Bureau 2005 American Community Survey
13. Greater Phoenix Economic Council

14. Arizona Department of Commerce
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century leadership. These same magnet districts also offer specialized

career and vocational courses co-designed with the community colleges.’®

State funding for classroom expenditures and new school construc-
tion has steadily increased since 1998, and legislation enacted since then
shows an increased commitment by the state to support education. Reve-
nue from Proposition 301 (Education 2000), a .6 cent state sales tax
increase passed in November 2000, continues to pump an estimated $45 to
$55 million into the public school systems, universities, and community
colleges each year. These funds help link education, vocational training,
and workforce development in building an even stronger Arizona work

force16

GOVERNMENT

Inits 2005 Government Performance Project report, Governing mag-
azine awarded Arizona a “B” for how well the state manages its money,
people, infrastructure, and information. The highest grade given any state
was a “B+.” The Governing report noted the state’s fiscal situation is
steadily improving, thanks largely to a rebounding tourism industry and
growing population. In support of Arizona's reputation as having a
responsible government, the report al so found that the state passes budgets
on time, makes strong use of cost analyses, and funds its retirement sys-
tem.

Arizona's Constitution requires that the state operate within balanced
budgets that prohibit deficit financing and unlimited spending. The state’s
unemployment benefits and workers' compensation premiums are sub-
stantially lower than in most other states, and Arizona has implemented
virtually no antibusiness regulations and slow-growth measures — unlike
several other states in which initiative measures have significantly
restricted devel opment.

TAXES

Arizona's tax structure is highly competitive and favorable to busi-
ness. The state has no corporate franchise or business inventory tax, no

15. Greater Phoenix Economic Council
16. “Arizona’s Education and Workforce Infrastructure” July 2002 report pre-
pared for the Arizona Department of Commerce
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income tax on dividends from out-of-state subsidiaries, and no worldwide
unitary tax. Aggressive accel erated depreciation schedules provide further

relief for almost every commercial or industrial operation,X” and virtually
all servicesare exempt from salestax. Another pro-business tax law: com-
panies may carry 100 percent of net operating losses forward for five

years. 18

Arizona offers tax incentives that create a business environment as
desirable as its weather. There are special foreign trade zones created to
reduce property tax liabilities for Arizona import-export companies, and

the state offers more than 15 tax credits to qualifying corporations. 19 gtate
income tax credits and property tax reclassification are available for busi-
nesses located in select enterprise zones. And, the state provides specia
incentives to aviation and aerospace companies, creating new jobs and

making capital investments within areas known as military reuse zones, 2

Arizona offers an R&D tax credit for qualified research and devel op-
ment conducted in the state, including cooperative research efforts
between companies and state universities. Companies also benefit from
private activity tax-exempt bonds for construction, purchase of manufac-
turing equipment, qualified real estate development, and other approved
uses. Environmentally friendly companies may qualify for a specia
income tax credit on real or personal property used to control or prevent

pollution.?L

A two-year, phased program that ended in 2000 reduced Arizona's
individual income taxes by $50 million and raised the standard dependent
exemption for families providing elder care from $2,300 to $10,000 in

1999.%2 |n 2002, personal income taxes were $1.51 per $100 of income, or
35.2 percent below the U.S. average. At $3.07 per every $100 of personal

income, property taxes were 4.2 percent the national averagein 2002.23

HOUSING

Owning a home and living the American dream is a much more real-
istic prospect in Phoenix than in many of the country’s other large metro-

17. Greater Phoenix Economic Council

18. Arizona Department of Commerce

19. Greater Phoenix Economic Council and Arizona Department of Commerce
20. Arizona Department of Commerce

21. Arizona Department of Commerce

22. Greater Phoenix Economic Council

23. Rockefeller Fiscal Studies, http://rfs.rockinst.org/state/AZ
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politan areas, adding to the attraction of the city for residents and
businesses. The strongest price increase in the nation was in the Phoenix-
Mesa-Scottsdale area of Arizona, where the third quarter price of
$268,000 rose 55.2 percent from ayear earlier. Next was Orlando, Florida,
at $261,300, up 44.8 percent from the third quarter of 2004. Cape Coral-
Fort Meyers, Florida, with a third quarter median price of $277,600, was
up 42.5 percent in the last year. After Phoenix-M esa-Scottsdale, the stron-
gest increasein the West wasin the Tucson areawhere the median price of
$242,300 rose 34.7 percent from ayear earlier. The national median exist-

ing home price in October 2006 is $221,000.2% In 2005, buyers in the
Phoenix metro area purchased 46,285 new homes and 132,125 existing

homes (resales). %

GREATER PHOENIX REAL ESTATE MARKET

Housing Sales and Median Prices
Annual 2000-2005

Median
- Single-famil Townhouse/Condominium
Price
Year Resale New Total | Resale New Total G_:_i?;jl

2000 128,900 150,770 136,820 86,000 152,350 90,000 131,000
2001 136,000 156,560 142,680 90,500 163,710 95,000 137,500
2002 144,900 159,990 149,900 95,500 162,660 100,000 144,500
2003 155,000 173,240 160,000 | 103,275 184,700 109,000 155,000
2004 174,815 195,000 180,000 114,530 186,485 121,000 173,290
2005 240,500 251,795 245,000 | 150,000 214,615 160,000 235,000

Number of Sales

Year Resale New Total | Resale New Total G;?:zfl
2000 55,370 28,235 83,605 12,370 1,645 14,015 97,620
2001 61,155 28,005 89,160 12,670 1,300 13,970 103,130
2002 62,625 29,125 91,750 13,300 1,485 14,785 106,535
2003 73,785 32,700 106,485 14,690 1,820 16,510 122,995
2004 102,115 38,285 140,400 18,835 2,840 21,675 162,075
2005 110,835 42,550 153,385 21,290 3,735 25,025 178,410

Source: Arizona Real Estate Center

24. National Association of REALTORS
25. Arizona Real Estate Center
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TRANSPORTATION

Trucking firms in Arizona tap more than 6,000 miles of well-main-
tained highways and roads to reach major Cdifornia, Texas, and Mexico

marketsin one day or less. %6 Easy access to such places through the inter-
state highway system — north and south via I-17 and east and west via |-

10,27 enables overnight delivery service to Los Angeles, San Diego, Las
Vegas, El Paso, Albuquergue, and multiple points in northern Mexico.

Arizona is home to six international airports in Phoenix, Tucson,
Nogales, Yuma, Douglas, and Bullhead City, and more than 200 airfields,
providing companies with convenient access to world markets for both
cargo and passenger services.28

Sky Harbor International Airport in Phoenix is the sixth busiest air-
port in the United States.2® Located in central Phoenix, Sky Harbor iside-
ally suited to meet the needs of travelers flying for business and pleasure.
As the main gateway for Arizona and a long-established regional hub for
domestic flights, Sky Harbor also offers several international non-stop
flights. The airport serves 40 million passengers on 23 airlines annually
with flights to 89 U.S. cities and 17 destinations in Canada, Mexico, and

Europe.%°
The state transportation system also includes extensive freight rail
service, consisting of two Class | transcontinental railroads and six local

lines, linking most of Arizona's metropolitan and industrial areas.3!

The 20-mile METRO light rail system currently under constructionis
set to open December 2008. The light rail system will use state-of-the art
light rail vehicles with amodern, streamlined design that offer a number of
amenities for passenger comfort, convenience, and safety. This dedicated
guideway will allow METRO to travel faster than local buses, even though
it will travel at the same posted speeds as cars. Initially, the system will
carry 3,000 to 5,000 passengers per hour. The system will ultimately have
the capacity to transport the same number of people as a six-lane freeway,

up to 15,000 people per hour.32

26. Arizona Department of Commerce

27. Western Real Estate Business — “Phoenix: Fastest Growth Under the Sun” by
Peter Bolton, 2003

28. Arizona Department of Commerce

29. World Airport Guides, http://www.phoenix-phx.com

30. World Airport Guides, http://www.phoenix-phx.com

31. Bureau of Transportation Statistics

32. http://www.valleymetro.org
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The Arizona State Legislature passed House Bill 2865, creating
Statewide Transportation Acceleration Needs (“STAN”) account. This
account provides $307 million to be used for the acceleration of the con-
struction or reconstruction of freeways, state highways, bridges, and inter-
changes. The Maricopa County region will receive $184.2 million, or 60
percent of the fund. The Pima County areawill receive 16 percent, and the

remainder of the state will receive 24 percent.33

UTILITIES

Like the state's wide-open spaces, Arizona's natural resources are
plentiful. A plethora of sources ensures the consistent delivery of reliable,
top-rate power, water, and telecommunications options. And, Arizona's
strategic pooling arrangements with providers assures abundant supplies
and competitive pricing.3*

The nation’s largest and most productive power plant, the Palo Verde
Nuclear Generating Station located 50 miles west of Phoenix, is one of the
state’'s major electricity suppliers. About 4 million people in California,
Arizona, New Mexico, and Texas receive power generated by the Palo
Verde plant. Its three nuclear power plants generated 33 percent of Ari-
zona's affordabl e el ectricity in 2002. More than half of the state's el ectric-
ity, 59 percent, came from steam plants powered by fossil fuels.
Hydroelectric facilities accounted for the rest of the state’s electricity gen-

eration.®® With more than 300 sunny days ayear, Arizona leads the nation

in the generation of solar energy.3®

The state has earned national acclaim for the resource planning and
management steps it has taken to ensure an adequate water supply for
years to come. Water used in the state comes from surface water held in
reservoirs, fromlocal ground water aquifers, and from the Colorado River.
The Central Arizona Project augments the state’s water supply, subsidiz-
ing vast amounts of Colorado River water that is sold inexpensively to

Arizona companies and communities.3’ Irrigation dams create the
immense lakes, Mead and Powell, that provide Arizona with unrivaled
recreational water along the Colorado River.

33. “New Transportation Funding Presents Opportunities,” Peggy Bilsten, Maga-
zine, Vol. 11:No. 4, November 2006

34. Arizona Department of Commerce

35. http://encarta.msn.com/encyclopedia_761570033_4/Arizona.html

36. Arizona Department of Commerce

37. Arizona Department of Commerce
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Technology is changing the way Arizona does business. Arizona is
committed to maintaining statewide telecommunication services and
information technol ogies that promote economic growth, higher education

and a better quality of life.38 With more than 156,000 route miles of fiber
optic network capacity, Greater Phoenix is among the top five regional

fiber optic deploymentsin the United States.3?

CLIMATE

In astate that is only one-third desert, there are on average 300 clear
days per year.*? In Phoenix, sunshine is even more abundant, making an

appearance typically 325 days per year.*! The average temperatureis 72.6
degrees Fahrenheit, with higher average temperaturesin the desert regions

and lower readings in the mountains. The average high is 86 degrees.42
The state’s three main topographical areas include: a high plateau in
the northeast that includes the world-famous Grand Canyon and €l evations
ranging from 5,000 to 7,000 feet above sea level; a central mountainous
region that stretches from the southeast to the northwest with the highest
elevations between 9,000 and 12,000 feet; and in the southwestern part of
the state, low mountain ranges and desert valleys with elevations aslow as

100 feet above mean sea level .+

The middle mountain region is hometo theworld’s largest Ponderosa
Pine forest, the popular city of Sedona, Oak Creek Canyon, and the Mog-
ollon Rim. The Sonoran Desert lower region, where the historic cities of
Old Tucson and Tombstone are located, has more plants and animals than
most deserts in the world.

38. Arizona Department of Commerce, “Arizona’s Telecommunications Infra-
structure” study, July 2002

39. Greater Phoenix Economic Council

40. Arizona Chamber of Commerce

41. http://phoenix.gov/CITYGOV/stats.html

42. Arizona Chamber of Commerce

43. Arizona State University — http://geography.asu.edu/azclimate/narra-
tive.htm
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ATTRACTIONS

Arizona is home to a wide array of spectacular natural wonders and
attractions. Impressive natural attractions are found in six national forests,
21 Native American reservations, 27 state parks, and 26 nationa parks,

monuments, recreation areas, and historic sites.** Other points of interest
include the Arizona State Capital Museum, the Deer Valley Rock Art Cen-
ter, the Mission San Xavier del Bac, the Phoenix Zoo, the Desert Botanical
Garden, the Arizona Science Center, and the Kitt Peak Observatory of the
University of Arizona.

The Grand Canyon, one of the most awesome and well-known attrac-
tions in the world, is 277 miles long and offers activities ranging from

sightseeing to guided rim walks to white-water adventures.*® Outdoor
adventure seekers can explore Arizona's many rivers, lakes, caves, can-
yons, and mountains through a multitude of recreational opportunities
such asrafting, kayaking, water skiing, rock climbing, biking, hot air bal-
looning, hiking, camping, boating, fishing, bicycling, horseback riding,
hang gliding, and winter sports, including downhill and cross-country
snow skiing. Of course, thereis aso year-round golf.

Sports fans enjoy major league baseball with the Arizona Diamond-
backs, NFL football with the Arizona Cardinals; AFL football with the
Arizona Rattlers; NBA basketball with the Phoenix Suns; WNBA basket-
ball with the Phoenix Mercury; the Harlem Globetrotters; NHL with the
Coyotes; NLL with the Arizona Sting; and the USL with the Arizona
Saguaros.

Six major league baseball teams hold spring training in Arizona. The
state is also an avid college football supporter, hosting two bowl games

each year — the Tostitos Fiesta Bowl and the Insight Bowl.*® Arizona also
hosts annual professional rodeos, and racing enthusi asts have their choice
of cars, horses, and greyhounds.

QUALITY OF LIFE

Arizona offers an exceptionally high quality of life. State residents
enjoy agreeable weather, stunning landscapes, good jobs, and a lower-
than-average cost of living. Companies easily recruit talented employees

44, http://www.arizonaguide.com/visitorinfo_statewideNature.asp
45. http://www.arizonaguide.com/Vvisitorinfo_statewideNature.asp
46. http://www.encarta.msn.com/encyclopedia_761570033_4/Arizona.html
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to Arizona, thanksto all of the state’s unique advantages, including a 2006

personal income tax structure from 2.73 to 4.79 percent.*’

Greater Phoenix is an affordable placeto live. According to the Inter-
city Cost of Living Index, the average total cost of local utilities, housing,
groceries, trangportation, hedthcare, and misc. were 103.8, with the

national average being 100.%8

ARIZONA AT A GLANCE

Capital:
Phoenix

Population:
6.0 million (Arizona)
3.6 million (Greater Phoenix)

L abor Force;
2.98 million

Major Industries:
Total Nonfarm2,582,000 jobs
Total Private2,211,300 jobs
Service-Providing2,141,600 jobs
Private Service-Providingl,770,900 jobs
Trade, Transportation, and Utilities505,800 jobs
Goods Producing440,400 jobs
Professiona and Business Services398,000 jobs
Government370,700 jobs
Retail Trade321,500 jobs
Educationa and Health Services280,400 jobs
(Source: Workforce Current Employment Statistics, July
2006)

47. Arizona Department of Revenue
48. Arizona Department of Commerce
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Unemployment Rate;
3.9% (Arizona— October 2006)
3.4% (Phoenix — October 2006)

Expanding Industries:
Construction; leisure and hospitality; professional and
business services; financial activities; education and health
services

Corporate Income Tax:
6.97 percent (for tax year 2006) (Arizona Department of
Revenue)

Transaction Privilege (Sales) Tax:
6.3 percent state tax on the gross proceeds from retail sales.
Phoenix, Tucson, and other communities add an additional
salestax of up to 3 percent.

FINANCIAL ADVANTAGES AND INCENTIVES

m  Personal Property Exemptions
m  Accelerated Depreciation

m  Enterprise Zones

m  Foreign Trade Zones

m  Military Reuse Zones

m Lease Excise Tax

m  Arizona Enterprise Development Corp. (subordinated
mortgages, SBA loans, and guarantees)

m Bridge Loans (short-term, interim financing)
m Industrial Development Bonds

m  Commerce and Economic Development Commission
(direct loans, loan guarantees, grants, interest rate subsi-
dies, shared or subordinated liens)

m  Revolving Energy Loans for Arizona (direct |oans)
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THE UNITED STATES LEGAL SYSTEM

This overview is intended for those with little knowledge of the
United States legal system who would appreciate a brief basic introduc-
tion. Readers aready familiar with the legal system may quickly scan this
section.

THE UNITED STATES SYSTEM OF LAWS

The laws of the United States are found in several different sources:
the United States Constitution, the constitutions of the fifty states, federal
laws passed by Congress, state laws passed by state legidatures, ordi-
nances passed by local governing bodies, rules and regul ations adopted by
federal and state agencies, tribal laws that apply on Indian reservations,

and the common law.! Additionally, judges make law by interpreting leg-
islativeintent, a process that has the effect of expanding or contracting the
scope of statute law, and by ruling on cases where no written law precisely
applies. Judicial rulings, and the opinions that support them, become pre-
cedent and influence the outcome of subsequent cases.

The law has two principal categories: crimina and civil. State and
federal governments prosecute crimina cases. Convictions in criminal
cases may lead to fines and/or imprisonment. In contrast, civil laws are
enforced through suits brought by private parties and can never lead to
imprisonment. Civil law includes many different areas of the law, such as

contract law, product liability law, and tort law.2 Criminal and civil law
often overlap, and some behavior may subject a person both to criminal
penalties and to civil liability. For example, an automobile accident may
involve both criminal and civil law. Violation of antitrust laws is another
example where criminal and civil law may overlap.

1. Common law is a body of law based on judicial decisions.
2. Tort law deals with civil remedies for intentional or negligent injuries to
people or their property.
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THE UNITED STATES COURT SYSTEM

The United States has both a single federal system and fifty separate
state court systems. The federal system administers federal law, which
principally consists of the statutes enacted by the U.S. Congress. State
courts, in general, interpret laws passed by state legislatures. A third, but
significantly smaller court system, consists of tribal courts, which admin-

ister laws that apply on Indian reservations.

Each court system has several levels. At the lowest level is the tria
court or court of firstimpression. In the federal system, the district court is
the court of first impression. In Arizona, the Superior Court is usually the
court of first impression. Cities and towns have municipal courts charged
with administering local ordinances. Justice and small claims courts han-
die relatively minor matters, such as lawsuits where the total amount
claimed issmall ($5,000 or lessin Arizona Justice courts). Most courtstry
both criminal prosecutions and civil suits. Criminal suits are brought inthe
name of the United States or of the particular state and are prosecuted by
U.S. attorneys, state attorneys-general, county attorneys, and city attor-
neys. Private litigants bring civil suits. Individuals may represent them-
selvesin court actions, although attorneys usually represent them.

Disputed questions of fact are tried and decided at the tria court,
which can be amunicipal court, a justice court, a superior court, or adis-
trict court, depending on which has jurisdiction (a concept discussed
below). The court applies lega principles to the facts producing a judg-
ment. In criminal cases, the verdict is either guilty or not guilty. In civil
cases, the judgment will be to award or deny relief to the plaintiff, the
party who brought the suit against the other side, the defendant. In a civil
suit, ajudgment is usually for monetary relief, but in appropriate cases, an
injunction may issue directing the defendant to do, or to refrain from doing
something. In a civil suit, the winning side also recovers its allowable
court costs from the other side, and in some cases recovers its own attor-
neys fees. The amount of damages recovered includes actual dollar loss
and sometimes recovery for pain and suffering or amultiple of actual dam-
ages. At times, particularly outrageous conduct may merit punitive dam-
ages. Inthetrial court, ajury of laymen, usually 12, but sometimes as few
as eight or six, decides which version of contested factsisthe true version.
The judge decides and applies the law and renders judgment. Not all cases
involve ajury; some are decided entirely by the judge based on the facts
and the law. In criminal cases, the defendant has aright to atrial by jury.

3. Indian reservations are separate sovereignties located within the United
States.
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In civil cases, the defendant or plaintiff cannot always insist upon a jury
because the nature of the particular case determines whether a jury is
required.

The appellate courts are above the trid courts. In the state court sys-
tem, the decision of the trial court may be appealed to the state Court of
Appeals, and from there to the Arizona Supreme Court. If a question of
federal or constitutional law is involved, a party may appeal to the U.S.
Court of Appeals, and from thereto the U.S. Supreme Court. Boththe U.S.
Supreme Court and state supreme courts have broad discretionary powers
to decide whether to review decisions of lower courts. Each year the U.S.
Supreme Court accepts only ahandful of casesfor review, out of the thou-
sands of petitions for certiorari filed.

Courts of Appeals do not hold trials, hear witnesses, or receive new
evidence. Instead, they review written briefs and hear oral arguments pre-
sented by attorneys. Appellate courts decide whether the proceedings and
outcome in the lower courts are in accord with applicable law. An appel-
late court may affirm the lower court’s decision, reverse the lower court
and direct an opposite outcome, dismiss the case entirely, or return the
case to thetrial court for a new trial, sometimes with express instructions
as to how to correct errors madein the first trial.

At the heart of the justice system lays the adversarial concept of
opponents who fight a battle of words in court before unbiased neutrals.
Thejudge requires the parties to follow procedural rules and decides ques-
tions of law. Thejury, or if thereisno jury, the judge, decides the facts and
determines a winner. The underlying rationale is that each side will
present its best possible case and that the impartial judge and jury will be
ableto fairly decide the outcome.

Court proceedings are often slow and expensive. Cases may take a
year or moreto cometo trial. If appealed, it may take five years or moreto
reach afinal conclusion. In civil matters, speedier and less expensive ways
of resolving disputes are available through private agreement. There are a
number of alternate dispute methods administered by public and private
organizations, such as the American Arbitration Association and the Fed-
eral Mediation and Conciliation Service.

In mediation, a neutral third party works with the parties conveying
settlement offers and counteroffers. Conciliation is similar to mediation,
except that the conciliator takes a more active role in proposing compro-
mise solutions. Arbitration isthe oldest alternate method and the one most
often used. In arbitration, the parties select a neutra arbitrator or panel of
arbitrators who perform the roles of both judge and jury to decide the mat-
ter after ahearing. The hearings are usually far shorter, less expensive, and
more flexible than court proceedings. Arbitration awards can be enforced
through court proceedings and can be appealed on very limited grounds,

PART Il - THE UNITED STATES LEGAL SYSTEM 27



such as arbitrator bias or that the arbitration award went beyond the scope
of the matter that the parties agreed to arbitrate. Arbitration is mandatory
in civil casesin Arizonain which the plaintiff seeks to recover $50,000 or
less.

INTERRELATIONSHIP AND PRIORITIES AMONG FEDERAL,
STATE, AND LOCAL LAWS

For a court to be able to issue a binding judgment, it must have juris-
diction of two kinds. Thefirst is personal jurisdiction over thelitigants (in
personam) or, in some cases, over aphysical thing such as certain goods or
apiece of land (in rem). Courts acquire in personam or in rem jurisdiction
by having the persons or things within the boundaries of the geographical
areawithin which the court is authorized to act and by giving formal notice
in the manner required by law, such as serving a summons. In some cases,
persons physically outside the area of jurisdiction can be brought withinits
jurisdiction by mailing them copies of the summons and other pleadings
or, when their whereabouts are unknown, by publishing the summonsin a
newspaper. This alternate means of service is available when the absent
defendant has caused asignificant event to take place within the area of the
court’s jurisdiction.

Second, the court must also have subject matter jurisdiction. This
means that the court must be authorized to apply the particular laws being
invoked by the parties. The starting point here isthe general rule that each
court administers the laws enacted by the legislative body of the system to
which it belongs. Municipal courts enforce city ordinances, state courts
enforce state laws, federal courts enforce federal laws, and Indian courts
enforce tribal laws. However, there are exceptions. Certain acts may vio-
late both state and federal laws. Some actions may take place in more than
one state, or violate the laws of more than one state, and some laws take
precedence over others. Physical areas overlap. Tribal reservations are
within counties, counties within states, and states within the United States.
Some courts having broad general jurisdiction and others have only lim-
ited subject-matter jurisdiction. In a given matter, a single court may have
exclusive jurisdiction. In other situations, more than one court may have
concurrent jurisdiction. Sometimes a case begun in state court can be
moved to a federa court, or vice versa. Depending on the facts, a given
court, state or federal, may apply federal law, state law, constitutional law,
or more than one set of laws to various aspects of the case. Not surpris-
ingly, complex rules govern which court has jurisdiction over a particular
matter and which law applies.

28 DOING BUSINESS IN ARIZONA



No matter which court has jurisdiction, thereis a clear order of prior-
ity to resolve conflicts of law. The U.S. Constitution has the highest prior-
ity, and the U.S. Supreme Court is the final authority on the reach and
meaning of the U.S. Constitution. The Supreme Court has the power to
invalidate laws passed by Congress or by state | egislatures as being uncon-
stitutional. Next in order of priority are the laws passed by the U.S. Con-
gress, which take priority over (preempt) state and tribal laws, but only if
the federal law is enacted on a subject on which the U.S. Constitution
gives Congress authority to act. Congressional legislative authority isvery
broad. Congress, for example, can pass laws that preempt state laws hav-
ing anything to do with interstate commerce. But Congress’ legidative
authority is not universal. Matters of purely state concern are reserved to
state legislatures; in those areas state laws prevail. County and municipal
ordinances are subordinate to state laws because counties and municipali-
ties are subordinate state instrumentalities. On reservations, tribal laws
take precedence except when Congress has preempted tribal laws or has
given authority to the states to enact laws that reach into tribal reserva-
tions.

ADMINISTRATIVE AGENCIES AND REGULATIONS

The influence of the many administrative agencies, state, federal, and
local, is extensive. Agencies have the authority to adopt rules and regula-
tions, many with the force of law. Agencies are the creatures of the legis-
latures that created them and their authority is determined by the
legislatures. Agencies aways deal with a single subject matter, although
the subject may be broad and far-reaching. Agencies adopt rules and reg-
ulations through formal procedures that usually provide for public notice
and public hearings. Enforcement of agency rules and regulations often
occurs through citations for alleged violations, followed by a hearing. The
final agency determination is similar to a court judgment. Many agency
proceedings are so similar to court proceedings that they are referred to as
quasi-judicial.

Some examples of federal agenciesinclude the National Labor Rela-
tions Board (“NLRB”), the Occupational Safety and Health Administra-
tion (“OSHA"), the Equal Employment Opportunity Commission
(“EEOC"), the Federal Communication Commission (FCC), and the Secu-
rities and Exchange Commission (“SEC”). In Arizona, in addition to the
agenciesthat administer state lawsthat are paralel to federal laws, the Ari-
zona Corporation Commission (“ACC") regulates public utilities (among
other things) and other state agencieslicense and regulate professions such
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as law, medicine, and engineering. Zoning is an important concern for
investors in real property. It is governed by county and municipal ordi-
nances and administered by local zoning boards and commissions.

A basic principle of agency jurisdiction is that the parties must first
exhaust their admini strative remedies before going to court. Agency deter-
minations are often given great weight; it is difficult to overturn an agency
ruling in a court action. Nevertheless, recourse to the courts is aways
available, both as to the adoption of agency rules and regulations and asto
the agency rulings and decisions. The requisite exhaustion of administra-
tive remedies prior to court action is always time consuming, and often
expensive. Thisis particularly true in tax matters, asthe full amount of the
contested tax must usually be paid as a precondition of bringing a suit.
However, ataxpayer that is successful on appeal of an adverse tax ruling
will not only get the return of taxes paid under protest, but also interest.

30 DOING BUSINESS IN ARIZONA



Part il

SELECTED LEGAL SUBJECTS






FORMS OF BUSINESS OWNERSHIP

Anindividual may choose among several alternate forms of ownership to
make an investment or to conduct businessin Arizona. The choice of form
of ownership isimportant because it affects not only the manner in which
the investment or business will be operated, but also the extent to which
federal and state lawswill apply. The choicewill determine who will make
management decisions, whether owners will be liable for investment or
business related obligations, whether interests in the investment or busi-
ness can be easily transferred, and how the owner’s income tax liability
will be determined.

The five most common forms of ownership in Arizona are sole pro-
prietorships, general partnerships, limited partnerships, registered limited
liability partnerships, limited liability companies, and corporations. Each
form of ownership offers specific advantages.

The following should be considered:

m required formalities;

m  suitability of the form of ownership as a vehicle for rais-
ing capita and borrowing funds;

m  method by which the owners manage and control the
business;

m  manner of dividing profits and losses;

m  extent to which owners may be personally liable for busi-
ness obligations;

m  ability of ownersto transfer their interests;

m effect of an owner’s death, bankruptcy, or withdrawal
upon the continuing existence of the business;

m recordkeeping requirements.
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The objectives of the owners can sometimes be accomplished
through a combination of forms of ownership when a single form would
not suffice. The following chart summarizes these criteria.

Foreign persons also may use forms of ownership initiated or created
outside of Arizona or the United States to take action or conduct business
in Arizona. Foreign corporations and other types of business entities or
associations are permitted to do business in the state. However, foreign
persons may encounter reluctance on the part of local lenders or merchants
to do business with businesses organized outside of the United States. For
thisreason, it may be advisablefor foreign personsto use one or more enti-
ties organized in Arizona or in another state of the United States to make
investments or to conduct business. A business organized under Arizona
law can be asubsidiary or affiliate of aforeign business organization.
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CHART: ENTITY CONSIDERATIONS
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Organizational
Formalities

Capitalization and Debt
Financing

Sole
Proprietorship

Generally none

Capital limited to amount
committed by proprietor;
ability to obtain financing
generally limited to financial
condition of proprietor

General
Partnership

Oral partnership
agreement is
permitted;
advisable to adopt
written partnership
agreement

Partners free to structure their
respective capital obligations
as they may agree; ability to
obtain financing generally
limited to financial condition
of the partners

Limited
Partnership

Certificate of limited
partnership must be
filed; advisable to
adopt written limited
partnership

Partners free to structure their
capital obligations as they
may agree; absent limited
partner guarantees, ability to
obtain financing generally

agreement limited to financial condition
of the general partners
Corporation Articles of Capital raised through

incorporation must
be filed; directors’
meeting must be
held; bylaws must

issuance of shares;
significant freedom to develop
share structure best suited for
corporate needs; debt

be adopted financing may require
shareholder guarantees.
Limited Articles of Members free to structure
Liability organization must their respective capital
Company be filed obligations as they may
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agree; debt financing may
require member guarantees.
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Control

Profits and Losses

Sole
Proprietorship

Exclusively vested
in proprietor

Exclusively allocatable to
proprietor

General
Partnership

Partners have
equal voice in all
management
decisions unless
the partnership
agreement
establishes different
management rights.

Significant freedom to
allocate among partners in
partnership agreement

Limited
Partnership

Typically exercised
by general partners
with rights of limited
partners to ratify
certain decisions,
including sale of
assets and
liquidation.

Significant freedom to
allocate among partners by
partnership agreement

Corporation

Vested in board of
directors; members
are subject to
election and
removed by
shareholders

Dividends generally allocated
among shareholders in
accordance with stock
ownership; exception for
holders of preferred stock,
who may be given dividend
rights superior to common
shareholders

Limited
Liability
Company

Vested in managers
or members,
depending on
management
structure
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Significant freedom to
allocate among members by
operating agreement
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Personal Liabilities

Transferability of
Interest

Sole
Proprietorship

Generally unlimited
personal liability

Assets of proprietorship
generall freely
transferable

General
Partnership

Generally, unlimited
personal liability except
in the case of a limited
liability partnership

Generally requires
agreement of all partners

Limited
Partnership

General partners
generally have unlimited
personal liability except
in the case of a limited
liability limited
partnership; liability of
limited partners
generally limited to
contributions made or
agreed to be made

Transfer of general
partners’ interest
typically requires
consent of all partners;
limited partner may
substitute another party
if permitted under
partnership agreement

Corporation

Liability of shareholders
generally limited to
investment in shares

Shares freely
transferable unless
restricted by articles,
bylaws, agreement, or
securities laws

Limited
Liability
Company
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Liability of members
generally limited to
investment in
membership interests

Generally, consent of
members needed for
transfer of membership
interest
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Continuity of Existence

Sole
Proprietorship

No continuity; death terminates proprietorship

General
Partnership

Withdrawal, bankruptcy, death, or expulsion causes
dissolution of partnership unless remaining partners
elect to continue business in accordance with
partnership agreement

Limited
Partnership

Withdrawal, bankruptcy, death, or expulsion of
general partner causes dissolution of partnership
unless remaining general partners elect to continue
business in accordance with partnership agreement
or, if no remaining general partners, all limited
partners appoint one or more new general partners
to continue partnership

Corporation

A corporation has perpetual existence unless
otherwise specified in the articles; continuity not
disrupted by events affecting shareholders

Limited
Liability
Company

Generally, withdrawal, bankruptcy, death or
expulsion of a member causes dissolution unless
remaining members elect to continue business in
accordance with operating agreement or unless
provided to the contrary in an operating agreement
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Taxability

Reports

Sole Not a separate taxable Preparation of tax return
Proprietor- entity; income or loss
ship exclusively allocable to
proprietor
General Not a separate taxable Preparation of tax return;

Partnership

entity; income or loss
generally allocable to
partners in accordance
with partnership
agreement

maintenance of books and
records

Limited
Partnership

Not a separate taxable
entity; income or loss
generally allocable to
partners in accordance
with partnership
agreement

Preparation of tax return;
maintenance of books and
records

Corporation

Generally, a separate
taxable entity that pays
tax on entity profits;
additional tax results to
shareholders upon
distribution of dividends

Annual reports must be
filed with Arizona
Corporation Commission;
corporation must provide
annual financial reports to
shareholders; preparation
of annual tax returns;
certain corporate
transactions involving
foreight parties subject to
special federal tax record
keeping requirements

Limited
Liability
Company
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Not a separate taxable
entity; income or loss
generally allocable to
members in accordance
with operating
agreement

Preparation of annual tax
returns except in the caes
of certain single member

companies; maintenance

of books and records
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SOLE PROPRIETORSHIPS

Sole proprietorship describes the direct ownership of a business enterprise
by a single individual or single marital community of husband and wife.
The characteristics are summarized in the preceding chart and detailed in
the following paragraphs.

ORGANIZATIONAL FORMALITIES

No formalities are involved nor documents required to organize a
sole proprietorship. However, if the owner conducts business operations
under aname other than the owner’s own, acertificate of “fictitious name’
must be recorded with the county recorder of each county in which the
business is conducted.

CAPITALIZATION AND DEBT FINANCING

In a sole proprietorship, the owner’s ability to obtain capital and
financing is likely to be limited by the owner’s net worth or financia
strength, which tends to limit proprietorships to smaller businesses.

MANAGEMENT AND CONTROL

The operation of a sole proprietorship iswithin the owner’s sole con-
trol. The owner is not required to keep a written record of management
decisions. Because there is a single owner, there can be no management
conflicts, except as between husband and wife in a marital community
proprietorship. Under Arizona's community property laws, husband and
wife have equal rights in, and equal control over, community property,
unless they otherwise agree.
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PROFITS AND LOSSES

A sole proprietor retains all profits of the business and bears all
losses. If the owner should enter into any agreement with another for the
sharing of income or expenses relating to a business or investment, the
agreement may create a general partnership, with unintended conse-
quences.

EXTENT OF OWNER’S LIABILITY

Because a sole proprietorship is not a separate legal entity, it does not
protect its owner from personal liability for business obligations. A sole
proprietor has unlimited personal liability for the debts and obligations of
the business, even after the business is sold or terminated. Insurance can
be purchased to protect the sole proprietor’s persona assetsfrom somelia-
bility risks.

TRANSFERABILITY OF INTEREST

The sale of a sole proprietorship can be accomplished through a sale
of the assets used in the business. Assets, asageneral rule, arefreely trans-
ferable, but restrictions may apply to some. For example, the sale of afran-
chise might be restricted by the terms of the franchise agreement.

A sale of all assets of a business, including an inventory of merchan-
dise, requires compliance with the “bulk transfer” law, intended to protect
the claims of business creditors by requiring advance notice of any pend-
ing sale of business assets. If the required notice is not given to creditors,
they may pursue their claims against the assets in the hands of the buyer.

CONTINUITY OF EXISTENCE

A sole proprietorship has no continuity of existence independent of
its owner and ends upon the owner’s death.
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TAX CONSIDERATIONS

Because a sole proprietorship is not a separable taxable entity, the
income or loss from operation of the proprietorship is included with the
owner’s other income or loss in calculating the owner’s taxable income.
Taxes are further discussed in the chapter, “ Taxation.”

RECORDKEEPING REQUIREMENTS

A sole proprietorship is not subject to any special reporting require-
ments. The owner is required to file federal and state income tax returns,
payroll tax returns for employees, license applications, and other regula-
tory reports applicable to the business being conducted. In license applica-
tions for certain businesses, the owner may be required to disclose more
information regarding the owner’s personal affairs than if the business
were a partnership or corporation.

LIMITED LIABILITY COMPANY

Operation of a sole proprietorship is one option available to an indi-
vidual desiring direct ownership of a business enterprise. Under Arizona
law, individuals aso have the option of organizing a separate legal entity
known as alimited liability company (“LLC"). Anindividual can form an
LLC by filing articles of organization with and paying anominal filing fee
tothe ACC. Though an LLC is subject to greater statutory regulation than
a sole proprietorship, an LLC has the benefit of providing its members a
shield against personal liability greater than their investment in the LLC.
In addition, for federal income tax purposes, an LL C with asingle member
is disregarded, and the individual member is taxed on the LLC's opera-
tionsin the same manner asif that person were operating a sole proprietor-
ship.

CONCLUSION

The principal advantage of a sole proprietorship isthat the owner has
exclusive control. The owner does not need to obtain the consent of part-
ners, directors, or shareholders. Another advantage is simplicity. No for-
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malities are required to organize or maintain a proprietorship. The chief
shortcomings of a sole proprietorship are the exposure of all the owner’s
personal assetsto liabilities of the business and the difficulties that may be
encountered in obtaining sufficient funds to finance the business.
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GENERAL PARTNERSHIPS

Partnerships are common forms of business ownership used by two or
more persons to acquire investment property or to operate a business. The
two kinds of partnerships under Arizona law are general partnerships and
limited partnerships. The principal differences between a general partner-
ship and a limited partnership are that each of the partners of a general
partnership can incur liabilities on behalf of the partnership, and that gen-
erally each is personally liable for the payment of all partnership liabili-
ties. The partners of ageneral partnership enjoy significant freedom under
Arizona law to fix their rights and obligations by agreement as to most
partnership matters.

ORGANIZATIONAL FORMALITIES

A genera partnership can be created with little formality. Under Ari-
zona law a general partnership is formed among two or more persons
whenever they associate together to carry on a common business enter-
prise as co-owners for profit. Generally there is no requirement to file any
certificate or other organizational documents with any governmental
agency. However, if the partners conduct the partnership business under a
“fictitious name,” one that does not consist of the individual names of all
partners, a certificate showing the name and address of each partner must
be filed in the county recorder’s office of each Arizona county in which
the partnership transacts business.

A partnership can be created without awritten partnership agreement
if the co-owners orally agree to form a partnership, or if they conduct their
enterprisein amanner that demonstratestheir intention to share profits and
losses as partners. For this reason, a general partnership sometimes arises
inadvertently when two or more personsjointly acquire property and share
income and expenses. Because a partnership relationship creates signifi-
cant rights and obligations among co-owners, any arrangement involving
the sharing of income and expenses should be carefully considered to
determine whether it creates a partnership. If so, a written partnership
agreement should be prepared to clearly define the partners' respective
rights and obligations, including such items as the sharing of profits and
losses, the obligations to fund the ongoing business of the partnership,
management decisions, and transfer rights. In the absence of a written
agreement, Arizonalaw will dictate the partners' rights and obligationsin
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a manner that may or may not conform to the partners’ expectations or
desires.

CAPITALIZATION AND DEBT FINANCING

Partners may contribute cash, property, or servicesto the capital of a
general partnership. Arizona law permits the partners broad discretion to
arrange their capital contribution in any way they choose. In most cases,
the partners will describe in their partnership agreement the specific capi-
tal contributions required of each partner when the partnership is formed.
The partnership agreement should also set forth the respective obligations
of the partners to contribute additional capital if the business of the part-
nership requires. The partners may agree to make capital contributionsin
proportions different from their share of profitsand losses, or may agreeto
make additional contributions in proportions different from their initial
contributions.

Arizonalaw permitsageneral partnership to borrow money or obtain
credit from lenders in the name of the partnership. A general partnership
may also borrow money from one or more of its partners. Each partner in
ageneral partnership is personally liable to partnership creditors to repay
partnership debtsif the partnership’s assets are insufficient. Consequently,
apartnership’s ability to borrow money or obtain credit will be influenced
by each partner’sindividual financial condition and credit history, as well
as by the partnership’s financial condition. Because of each partner’s
financial responsibility for partnership debts, generally, the partners
include a provision in their partnership agreement limiting the partner-
ship’s ahility to borrow money without the consent of al, or amajority, of
the partners.

As an alternative to obtaining its cash reguirements from its existing
partners or third party lenders, the partnership may create and issue addi-
tional interests in the partnership to new partners who agree to contribute
additional capital. Arizonalaw requires the consent of each existing part-
ner before anew partner is admitted as amember of ageneral partnership,
because the admission of an additional partner may alter the management
control of the existing partners and dilute the value of their interestsin the
partnership’s assets and profits.
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MANAGEMENT AND CONTROL

The partners of a general partnership are free to divide management
authority and responsibilities among themselves in whatever manner they
agree. If the partners fail to describe any specific management arrange-
ment in their partnership agreement, Arizona law provides that each part-
ner will have an equal voice in al management decisions and that a
majority vote of the partnersis controlling as to ordinary partnership mat-
ters.

In many general partnerships, the partners modify the general rule
that all partners have equal management rights. It is quite common, for
instance, to give partners voting rights according to their respective contri-
butionsto the partnership or their percentage of shares of partnership prof-
its. Partners may appoint a management committee for the purpose of
approving all, or a specified list of, management decisions. The partners
may also agree that one specific partner will be the “managing partner”
with responsibility for conducting routine transactions within described
limitations. One of the most important advantages of the partnership form
of businessis the wide range of freedom the partners have to devise inter-
na management rules that reflect the needs of the enterprise and the indi-
vidual partners.

Arizona law provides certain rules that cannot be modified by the
partners in their partnership agreement. For example, no matter how the
partners may agree to divide management responsibilities among them-
selves, except in very limited circumstances, third parties who are
unaware of the partnership agreement are entitled to rely on the presumed
authority of each partner to represent the partnership. Therefore, even if
the partnership agreement deprives some of the partners of theright to par-
ticipate in management, each of the partners is treated as an agent of the
partnership for the purpose of carrying on ordinary partnership business.
This means that each of the partners has the power to incur partnership
debts and liabilities to third parties in the ordinary course of the partner-
ship’s business that will obligate both the partnership and all individual
partners. Obvioudly, it is advisable to carefully evaluate the trustworthi-
ness and reliability of all other partners before entering into ageneral part-
nership.

PROFITS AND LOSSES

Partners are free to alocate partnership profits and losses by agree-
ment. If the partners do not specify in their partnership agreement how
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profits and losses are to be shared, Arizona providesthat profits and losses
are shared equally among the partners. Partnership agreements often pro-
vide for unequal sharing of profits and losses to reflect differences in
amounts or types of contributions made by the partners and, if one of the
partners has contributed management or other services to the partnership
rather than cash or property, the “ service” partner may be given a percent-
age share of profits greater than the proportion of any cash or property he
or she contributed.

In casesin which one partner contributes services and another partner
contributes cash, the partners often agree upon complex profit and loss
sharing arrangements. One common arrangement isto allocate al or most
of the profits to those partners who contribute cash until they receive a
“targeted” return on their investment equal to an agreed-upon percentage
per year. After the target is achieved, additional profits are then divided
between the “service” partner and the other partnersin equal shares or in
some other agreed upon proportion. The variety of possible arrangements
islimitless.

The partnership agreement should describe when and how the part-
nership will make distributions of cash or other property to the partners.
Frequently the partners will desire to distribute cash flow from ordinary
business operations in the same proportions that they share profits, but fol-
lowing a sale by the partnership of a capital asset, the partnerswill usually
reguire that the partnership distribute the sale proceedsin proportion to the
partners’ net capital contributions until capital is returned and that excess
proceeds be distributed in proportion to the partners profit shares. A
related issue is the need to decide whether proceeds must be distributed
immediately or retained in the partnership to satisfy future requirements.

EXTENT OF OWNERS’ LIABILITY

One of the principal disadvantages of a general partnership is that
each of the partnersisgeneraly fully liable for the payment of all the part-
nership’s debts and liabilities. The partners' liability is“joint and several.”
Each partner alone can be sued by a partnership creditor for the full
amount of an unpaid partnership liability, even though the partners may
have agreed among themselves to share responsibility for the payment of
partnership debts in specified portions.

Several steps can be taken to minimize the risk of unlimited liability
of the individual partners. Under agreements with a third party, such as
leases or |0an agreements, the partners may be abl e to negotiate an agreed-
upon limit to theliability of individual partners. A lender aso may agreeto
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limit the partners’ individual liability for all, or a portion, of aloan to the
assets given as collateral by the partnership to secure the loan. With
respect to non-contractual partnership liabilities, such as for a persona
injury caused by the negligence of a partner, the partners may be able to
protect themselves by obtaining liability insurance.

Further, Arizona law authorizes a general partnership to elect classi-
fication as a registered limited liability partnership. If a general partner-
ship elects classification as a registered limited liability partnership, each
partner is shielded from “vicarious” liability associated with the debts and
obligations of the partnership, whether arising in contract, negligence, or
otherwise. The liability shield of aregistered limited liability partnership
does not, however, protect a partner from direct liability on account of a
partner’s own actions, including wrongful acts, negligence, or misconduct
of the partner, or the wrongful actions of others under the partner’s direct
supervision and control.

TRANSFERABILITY OF INTERESTS

Under Arizonalaw, apartnership isviewed as a personal relationship
of trust and confidence among the partners. Therefore, without a special
agreement, no partner alone can transfer the partner’s rights and duties as
apartner to another person. If apartner desires the ability to transfer hisor
her interest in a partnership to a new partner, the partner should insist that
the partnership agreement provide thisright.

Arizona law does permit a partner to transfer the partner’s economic
rights to receive future partnership distributions of the partner’s share of
profits and return of contributions. No agreement of any other partnersis
necessary to transfer such economic rights unless the partnership agree-
ment specifically restricts such transfers. However, because a person who
acquires all or a part of a partner’s economic rights generally cannot par-
ticipate in the management of the partnership’s business and cannot
review the partnership’sfinancial or businessrecords, it isusually difficult
or impossible for a partner, without the agreement of the other partners, to
sell economic rights for the full value of the partner’s interest in the part-
nership.

CONTINUITY OF EXISTENCE

One of the important characteristics of a general partnership is that
any partner has the ability at any time to cause the dissolution of the part-
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nership by withdrawing from the partnership. In addition, the death, bank-
ruptcy, or expulsion of any partner will also cause the dissolution of the
partnership.

Arizonalaw requires the partnership to wind up its business and lig-
uidate its assets, upon any dissolution of the partnership, unless there is
agreement to the contrary. The partners often agree in advance to remain
in the partnership for afixed period or until aspecific project is completed
to avoid an undesirable and unplanned liquidation. If one of the partners
should then withdraw, die, become bankrupt, or be expelled prior to this
time, Arizona law permits the other partners to continue the partnership
businessif their partnership agreement so provides. The partnership agree-
ment usually provides a formula for valuing such partner’s interest, and
reguires one or more of the continuing partners to pay that value to the
former partner to protect the interest of the withdrawn, bankrupt,
deceased, or expelled partner. This payment can be required immediately
in cash, or the partnership agreement may specify deferred payment terms.

If the partnership business is wound up and liquidated after dissolu-
tion, Arizonalaw provides that liquidation proceeds must first be used to
pay partnership debtsand liabilities owing to persons who are not partners,
and the remainder distributed among the partners as the partners may
agree or, if there is no agreement, first to pay partnership debts owing to
partners, next to return to the partners, their previous contributions, and
finally, to pay the partnersin proportion to their profit shares.

TAX CONSIDERATIONS

Typically, ageneral partnership isnot treated as a separate entity tax-
able for purposes of either the U.S. or Arizonaincome tax codes. A gen-
eral partnership is only required to file an annual information return
reflecting the partnership’s income or loss for the year and each partner’s
share of the partnership’s taxable income or loss. Each individual partner
then includes his or her share of the partnership’staxableincome or lossin
computing taxable income on that partner’sindividual tax return. In effect,
the partnership is treated for income tax purposes as a mere conduit that
passes its income and expenses through to the partners. No income tax is
imposed upon the partnership itself.

Each partner’s share of partnership income or loss for income tax
reporting purposes must conform to that partner’s share of the economic
profits or losses under the partnership agreement. In other words, if part-
ners have agreed to share partnership profits and losses equally, they can-
not report partnership income or expenses for tax purposes in different
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proportions. Furthermore, each partner must include his or her share of
partnership taxable income in that partner’'s annual individual taxable
income, even if the partnership does not distribute the income to the part-
ners. For thisreason, it iscommon for the partnersto include in their part-
nership agreement a provision that requires that, in any year in which the
partnership has taxable income, there will be a cash distribution sufficient
to ensure that the individual partners will have enough funds to pay their
tax liability arising out of the partnership.

In the case of aforeign partner who is considered a nonresident alien
for federal income tax purposes, the partnership is required to pay a with-
holding tax on the partnership income associated with aU.S. trade or busi-
ness that is alocable to the non-resident alien. A discussion of the
classification of foreign persons as resident and nonresident aliens is
included in the “Taxation” chapter. When the foreign partner files his or
her income tax return, the amount withheld by the partnership is treated as
acredit against the tax due by the foreign partner. Under the terms of most
partnership agreements, the amounts withheld by the partnership and paid
to the federal taxing authorities on behalf of the foreign partner are treated
as digtributions to the partner that reduce the amount of subsequent part-
nership distributions to which the foreign partner would otherwise be enti-
tled. Alternatively, the withholding payments may be treated as loans by
the partnership to the foreign partner, to be recovered by the partnership
with interest out of subsequent partnership distributions to which the part-
ner would otherwise be entitled. Under a third option, the partnership
agreement may require the foreign partner to contribute the funds neces-
sary for the partnership to make the withholding payments.

Although apartnership istypically not treated as a separate entity for
U.S. or Arizonatax purposes, there are circumstances in which a partner-
ship may elect to be taxed as a corporation. In such case, the partnership
and the partners are taxed in the same manner as corporations and corpo-
rate shareholders.

RECORDKEEPING REQUIREMENTS

An Arizona general partnership must file annual federal and state
informational tax returns that reflect the partnership’s income or loss for
the year and each partner’s share of the partnership’s taxable income or
loss. Additionally, a general partnership must maintain correct and com-
plete books or records, which may be inspected by any partner. However,
no reports of partnership activity are required to be filed with any state

agency.
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CONCLUSION

The primary benefit associated with use of a general partnership is
the significant freedom afforded the partners to determine by agreement
their respective rights and obligations rel ating to partnership matters, such
as capital requirements, sharing of profits and losses, and business man-
agement. Another benefit is the single level of income taxation resulting
from the status of the partnership as a mere non-taxed conduit for tax pur-
poses. The chief disadvantage is that each partner is subject to unlimited
personal liability for partnership obligations unless the partnership elects
classification as a registered limited liability partnership or takes other
steps to insulate the partners from partnership liabilities. Another disad-
vantage is the considerable practical difficulty in the ability of partnersto
transfer their interests in the partnership.
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LIMITED PARTNERSHIPS

A limited partnership may be used by two or more persons or other forms
of ownership to acquire investment property or to operate a business. The
principal distinction between alimited partnership and a general partner-
shipisthat alimited partnership is permitted to have one or more “limited
partners’ who are not personally liable for the partnership’s obligations
unless they actively participate in management. As in a general partner-
ship, Arizonalaw provides significant freedom to partnersto fix, by agree-
ment, their respective rights and obligations regarding most partnership
matters.

ORGANIZATIONAL FORMALITIES

A limited partnership is not created under Arizonalaw until partners
havefiled a“certificate of limited partnership” with the Arizona Secretary
of State and have paid the requisite filing fee. If the partners conduct busi-
ness prior to filing the required certificate of limited partnership, they run
asubstantial risk of having the entity treated as a general partnership with
liability of all partners for al partnership obligations incurred prior to fil-
ing the certificate.

The certificate of limited partnership must disclose basic information
about the limited partnership for public inspection, including, among other
items:

m the name of the limited partnership, which may not be the
same as, nor deceptively similar to, the name of any
existing Arizona limited partnership, nor any Arizona
corporation, nor any foreign limited partnership or corpo-
ration authorized to transact business in the state. The
name must include the words "limited partnership" and
must not include the name of any limited partner;

m the address of the partnership's office where the partners

may inspect copies of the partnership agreement, finan-
cial statements, and other partnership records;
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m the name and address of an agent for service of legal pro-
cess on the partnership, who may be an individual, an
Arizona corporation, or a foreign corporation authorized
to do businessin Arizonga;

m the name and address of each general partner;
m thelatest date on which the partnership is to dissolve.

If theinformation in the certificate of limited partnership changes, the
genera partners are required to file an appropriate amendment with the
Arizona Secretary of State.

The partnersin alimited partnership customarily enter into awritten
partnership agreement at the time the certificate of limited partnership is
filed. The purpose of the partnership agreement isto describe the partners
financial responsibilities and economic rights in greater detail than in the
certificate and to describe other responsibilities and rights (such as man-
agement rights) not covered in the certificate. As with general partner-
ships, if the partners do not define their rights and obligations in awritten
partnership agreement, Arizonalaw will supply any missing rights or obli-
gations in a manner that may or may not be consistent with the partners
expectations.

The limited partners’ interests in a limited partnership are generally
considered securities under both U.S. and Arizona laws. Care must be
taken to ensure that the issuance of the limited partnership interests com-
plies with the securities laws discussed in the “ Securities Law” chapter.

CAPITALIZATION AND DEBT FINANCING

Asin general partnerships, Arizonalaw permitsthe partners of alim-
ited partnership broad discretion to determine among themselves how
cash, other property, or services will be contributed to the partnership by
each partner at the time of formation or at any time thereafter.

A limited partnership is permitted under Arizona law to borrow
money from its partners or from third parties. A limited partnership’s abil-
ity to obtain debt financing may be based upon the financial condition of
its general partners, who are individually liable under Arizona law for all
partnership debts. The financial condition of alimited partner is not nor-
mally taken into account by a partnership lender, except to the extent that
the lender isrelying upon the limited partner’sinitial or future capital con-
tribution commitment as a source of repayment of the debt. With respect to
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a lender’s ability to rely on a limited partner’s future contributions, this
can typically be accomplished by asking the limited partner to sign prom-
issory notes payable to the partnership in the amounts of their future con-
tributions. The promissory notes are then assigned as collateral to the
lender to secure the loan to the partnership.

A limited partnership may also raise additional capital by creating
and issuing additional partnership interests to new partners. If the new
partner desires to become a general partner, existing partners must con-
sent. If the new partner desires to become alimited partner, the consent of
all the existing partnersis not required if the partnership agreement gives
the partners authority to issue additional limited partnership interests.
Because theissuance of additional intereststo new partners almost always
will dilute the profit shares of the existing partners, partnership agree-
ments that give the general partners this authority usually impose condi-
tions such asrequiring aminimum capital contribution for any new limited
partner or that any additional limited partner interests be offered first to the
existing limited partners.

MANAGEMENT AND CONTROL

Arizona law permits the partners of a limited partnership to divide
management rights and responsibilitiesin any manner that they may agree,
but alimited partner may become personally liable for partnership debts as
a genera partner if the limited partner participates in the control of the
partnership’s business. Arizona law permits limited partners to vote on
certain specific management matters (for example, the sale of al of the
partnership’s assets) without risking personal liability asageneral partner.
Most partnership agreements restrict the management rights of limited
partners to these specific matters.

If there are two or more general partnersin alimited partnership, the
partners may delegate management rights and responsibilities among the
general partners as they choose. In the absence of a division of manage-
ment rights in the partnership agreement, management decisions relating
to the partnership’s business are made by the genera partners, each of
whom has an equal voice in the management and conduct of the partner-
ship business. Because limited partners may not be involved in the day-to-
day management of the partnership’s business, a limited partner, con-
cerned that the general partners may not have taken the necessary steps to
enforce a claim of the partnership against athird party, has a special right
to bring alegal action (derivative action) against athird party if the general
partners refuse to sue the third party. If the limited partner is successful in
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obtaining ajudgment or a settlement of the claim, the court may award the
limited partner reimbursement for expenses and legal fees. The remainder
of the recovery will belong to the partnership.

PROFITS AND LOSSES

The partners in a limited partnership have significant freedom to
divide partnership profits and losses and partnership distributions in any
manner. If the partners do not allocate profits and losses in their partner-
ship agreement, Arizonalaw provides that they share profits and losses or
distributions of cash or other property in the same proportions as their
actual unreturned contributions to the partnership as stated in the partner-
ship records required to be kept by the partnership.

Freedom to allocate profits, losses, and distributions by agreement is
one of the important advantages of limited (and general) partnerships
under Arizona law. The different profit and loss sharing arrangements
available to general partnerships are also availableto limited partnerships.
However, there are considerations that do not arisein general partnerships.
Thelimited partnership agreement generally will, and should, provide that
losses in excess of profits be alocated to the limited partners only up to
their contributions to the partnership and that all other losses be allocated
to the general partners. Also, if any distribution by the partnership causes
the net worth of the partnership (the amount by which the value of the part-
nership’s total assets exceeds its total liabilities) to be less than the tota
contribution of the partners as set forth in the partnership records, the part-
ners who receive the distributions may be required to return the amount
distributed if needed to pay partnership debts.

EXTENT OF OWNERS’ LIABILITY

The general partners of alimited partnership generally have the same
“joint and severa” liability for partnership debts as do general partnersin
agenera partnership. However, the principal advantage of a limited part-
nership is that each limited partner’s liability for partnership debtsislim-
ited, with exceptions, to the contribution that the limited partner has made
or agreed to make to the partnership.

There are several exceptionsto the limitation on the personal liability
of a limited partner. The most important applies when a limited partner
participates in the control of the partnership’s business. If a limited part-
ner’'s management participation is substantially the same as ageneral part-
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ner, the limited partner will have joint and severa liability for al
partnership debts. If alimited partner participates in management but does
not exercise substantially the same powers as a general partner, he or she
will beliable only to partnership creditors who actually know of hisor her
management participation.

Several activities in which a limited partner may engage will not be
considered participation in control under Arizona law. A limited partner
may: 1) consult with and advise a general partner concerning management
decisions; 2) be an employee or agent of a general partner or the limited
partnership; 3) act as a surety or guarantor for the limited partnership; 4)
have a right of approval regarding any amendment to the partnership
agreement; and 5) request or attend a meeting of partners. A limited part-
ner will also not betreated as participating in partnership control by reason
of aright to vote on any of the following basic decisions:

m the sdle, exchange, lease, mortgage, pledge, or other
transfer of substantially all of the partnership's assets
other than in the ordinary course of the partnership's busi-
ness,

m the partnership's incurrence of indebtedness other than in
the ordinary course of its business;

m the dissolution and winding up of the partnership;

m achange in the nature of the partnership's business;

m the admission or removal of a general partner;

m the admission or removal of alimited partner;

m atransaction involving an actua or potential conflict of
interest between a general partner and the limited part-

nership or the limited partners;

= an amendment to the partnership agreement or certificate
of limited partnership;

m other matters specifically provided for in the partnership
agreement.
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Another important exception to the general rule of limited liability of
alimited partner isthat alimited partner must repay excessive partnership
distributions. Arizonalaw prohibits partnership distributions to partners if
the value of the partnership’s remaining assets is less than the aggregate
partnership liabilities owing to third parties. If alimited partner receives a
distribution in violation of this prohibition, for six years thereafter the lim-
ited partner may be required to repay the distribution to the partnership.
Additionally, if alimited partner receives the return of his or her contribu-
tion from the partnership, the limited partner may be required during the
following year to return the distribution if necessary to pay partnership
debtsincurred prior to the distribution.

Arizona law authorizes alimited partnership to elect classification as
a registered limited liability partnership. If a general partnership elects
classification as a registered limited liability partnership, each partner is
shielded from “vicarious’ liability associated with the debts and obliga-
tions of the partnership, whether arising in contract, negligence, or other-
wise. The liability shield of a registered limited liability partnership does
not, however, protect a partner from direct liability due to the partner’s
own actions, including wrongful acts, negligence, or misconduct of the
partner, or the wrongful actions of others under a partner’s direct supervi-
sion and control.

To elect classification as aregistered limited liability partnership, the
partnership must file an application with the Arizona Secretary of State.
Further, the name of the partnership must reflect the status of the partner-
ship as aregistered limited liability partnership. The partnership must file
an annual report to retain status as a registered limited partnership.

TRANSFERABILITY OF INTERESTS

A general partner of alimited partnership may sell or assign hisor her
interest in the partnership to another person and make that person ageneral
partner only as provided in writing in the partnership agreement or, if not
provided in the partnership agreement, then only with the consent of all
other partners. A limited partner may substitute a buyer or assignee of his
or her partnership interest as a new limited partner, if done in accordance
with the provisions of the partnership agreement or, if not provided in the
partnership agreement, then upon the consent of all other partners. Com-
pliance with state and federal securities laws may be required in connec-
tion with any such transfer of rights.

If ageneral partner or limited partner desires merely to sell or assign
the partner’s economic rights to receive partnership distributions without
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providing the buyer or assignee any management or voting rights as a part-
ner, Arizona law permits the transfer of these economic rights, unless the
transfer is prohibited by the partnership agreement. In many casesthe lim-
ited partners will desire to restrict the assignment of a general partner’s
economic rights in order to maintain the general partner’s incentive to
manage the partnership’s business. Also, the general partners may desire
to restrict alimited partner’s assignment of economic rights until the lim-
ited partner has made all of his or her agreed upon capital contributions.

CONTINUITY OF INTEREST

A limited partnership is dissolved at the time of a genera partner’s
withdrawal, removal, bankruptcy, death or, if the general partner is a cor-
poration or other legal entity, upon termination of agenera partner’slega
existence. However, any such event affecting a limited partner will not
cause a dissolution of alimited partnership unless the partnership agree-
ment provides otherwise. Without other agreements, if a limited partner-
ship is dissolved, the partnership’s business must be wound up and
liquidated.

In order to prevent an unwanted liquidation of a limited partnership
following its dissolution, the remaining general partners may continue the
business of the partnership without liquidation if the partnership agree-
ment so permits. If there are no remaining general partners, then the part-
nership business may be continued without liquidation if, within 90 days
of dissolution, all of the limited partners (or alesser number or percentage
as specified in the partnership agreement) agree to appoint one or more
new general partners.

If the partnership’s businessis not continued following a dissol ution,
the proceeds of liquidation must first be used to pay existing partnership
liabilities other than liabilities for distributions to existing or former part-
ners. If the proceeds of liquidation exceed the partnership’s liabilities, the
remaining proceeds are distributed in whatever manner the partnership
agreement provides. In the absence of aprovision in the partnership agree-
ment for distribution of liquidation proceeds, the remaining proceeds must
be distributed first to satisfy unpaid obligations to partners who withdrew
from the partnership prior to dissolution, second to the existing partners
until they have received the return of their contributions, and third to the
existing partnersin the same proportions astheir prior contributionsto the
partnership.
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TAX CONSIDERATIONS

The income tax treatment of a limited partnership and its partnersis
generally the same under the U.S. and Arizona tax codes as the treatment
of general partnerships. A limited partnership typicaly is not required to
pay income tax on its net income, but simply reports each partner’s share
of partnership income or loss to be included in the partner’s individual
income tax return. Like a genera partnership, a limited partnership is
required to pay awithholding tax on behalf of aforeign partner character-
ized as anonresident alien for federal income tax purposes. Like agenera
partnership, alimited partnership may elect to be taxed asacorporation. In
such case, the partnership and the partners are treated in the same manner
as acorporation and corporate shareholders, respectively.

RECORDKEEPING REQUIREMENTS

An Arizona limited partnership must file annual federal and state
informational tax returns that reflect the partnership’s income or loss for
the year and each partner’s share of the partnership’s taxable income or
loss. A limited partnership must maintain correct and complete financia
records that may be inspected by any limited partner. No annual activity
reports need to be filed with any state agency.

CONCLUSION

The principal benefit of using a limited partnership is the protection
against the personal liability of the limited partners. A limited partner’s
risk associated with the partnership is generally confined to the amount
contributed or required to be contributed to the limited partnership. Other
benefits arising from use of a limited partnership include the significant
freedom of the partnersto allocate the sharing of profits and losses and the
single level of taxation resulting from the status of the partnership as a
mere non-taxed conduit for tax purposes. The primary shortcoming of a
limited partnership is that, in contrast to a corporation, one or more of the
owners (the general partners) will be subject to unlimited personal liability
for the obligations of the partnership unless the partnership elects classifi-
cation as aregistered limited liability partnership.
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LIMITED LIABILITY COMPANIES

Limited liability companies are a relatively new form of business organi-
zation in Arizona. The limited liability company isintended to give flexi-
bility to businesses in meeting their tax and business objectives.

As ageneral rule, alimited liability company combines some of the
best characteristics of partnerships and corporations while eliminating
some of their less desirable characteristics. The owners (called “mem-
bers’) of alimited liability company, like shareholders of a corporation,
are not generally liable for the debts of the business. Yet, like a partner-
ship, double taxation is avoided because the profits of a limited liability
company are not subject to income tax liability imposed upon the com-
pany. Furthermore, unlike limited partnersin alimited partnership, mem-
bers of a limited liability company may actively participate in
management without becoming subject to unlimited personal liability. The
members of a limited liability company enjoy significant freedom under
Arizona law to fix their rights and obligations by agreement as to most
matters.

ORGANIZATIONAL FORMALITIES

One or more persons may form alimited liability company by signing
and filing articles of organization with the ACC. The person or persons
need not be members of the limited liability company at the time of or after
formation. If the members conduct business prior to filing the articles of
organization, they run a substantial risk of having the limited liability
company treated as a general partnership with liability of all members for
all obligationsincurred prior to filing the articles.

The articles of organization must disclose basic information about the
limited liability company for public inspection, including, among other
items:

m the name of the limited liability company. It must include
the words "limited liability company” or "limited com-
pany" or the abbreviation "L.L.C." or "L.C." and must
not include the words "association," "corporation," or
"incorporated" nor an abbreviation of these words;
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m the name and address of an agent for service of legal pro-
cess on the limited liability company. This agent may be
an individual, an Arizona limited liability company or
corporation, or aforeign limited liability company or cor-
poration authorized to do businessin Arizong;

m either of the following statements:

o management of the limited liability company is
vested in a manager or managers,

o management of the limited liability company is
reserved to the members;

m if management is vested in a manager or managers, each
person who is amanager of the limited liability company,
and each person who owns a 20% or greater interest in
the company"

m if management is reserved to the members, each person
who isamember of the limited liability company;

m thelatest date, if any, on which the limited liability com-
pany must dissolve;

m the articles of organization may include any other lega
provisions.

A limited liability company’s articles of organization are amended by
filing an amendment with the ACC. A limited liability company must
amend its articles of organization if there is a statement in the articles that
is fase when it was made, or if facts described in the articles have
changed, making the articles inaccurate in any respect. For example, an
amendment is required if the membership changes and management has
been reserved to the members. If management has not been reserved to the
members, an amendment isrequired after any changein managersor inthe
members holding 20% or greater interest in the limited liability company.

The membersin alimited liability company customarily enter into an
operating agreement at the time the articles of organization are filed. The
purpose of the operating agreement is to describe the members' financia
responsibilities, management rights, and profit and distribution shares. As
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with general partnerships and limited partnerships, if the members do not
define their rights and obligations in an operating agreement, Arizona law
will supply any missing rights or obligations in a manner that may or may
not be consistent with the members' expectations.

The members' interestsin alimited liability company may be securi-
ties under both U.S. and Arizona laws. Care must be taken to ensure that
the issuance of members' interests complies with the securities laws dis-
cussed in the “Securities Law” chapter to the extent that the members
interests are securities.

CAPITALIZATION AND DEBT FINANCING

Asin general partnerships and limited partnerships, Arizonalaw per-
mits the members of alimited liability company broad discretion to deter-
mine among themselves how cash, other property, or services will be
contributed to the limited liability company by each member at the time of
formation or at any time thereafter.

A limited liability company is permitted under Arizonalaw to borrow
money from its members or from third parties. The financial condition of
a member is not normally taken into account by a lender, except to the
extent that the lender isrelying upon the member’sinitial or future capital
contribution commitment as a source of repayment of the debt. Members
will sometimes be asked by a lender to the limited liability company to
sign promissory notes payable to the limited liability company in the
amounts of their future contributions. The promissory notes are then
assigned as collateral to the lender to secure the loan to the limited liability
company.

A limited liability company may also raise additional capital by cre-
ating and issuing additional interests in the limited liability company to
new members. Unless the operating agreement provides otherwise, the
consent of all membersisrequired to issue new interestsin thelimited lia-
bility company. Because the issuance of additional interests to new mem-
bers ailmost always will dilute the profit shares of the existing members,
operating agreements that give the limited liability company the authority
to issue additional interest usually impose conditions, such as requiring a
minimum capital contribution for any new member or that any additiona
interests be offered first to the existing members.
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MANAGEMENT AND CONTROL

Arizona law permits the members of a limited liability company to
divide management rights and responsibilities among the members or to
grant management rights and responsibilities to “ managers’ designated or
elected by the members. Unlike a limited partner in alimited partnership,
amember does not become personally liable for limited liability company
debtsif the member participates in the control of the limited liability com-
pany’s business. In the absence of an operating agreement to the contrary,
Arizona law permits members to vote on certain specific management
matters, such as the approva of a plan of merger or consolidation or the
issuance of anew interest in the limited liability company.

If the members delegate management responsibilities to managers,
the members will not be involved in the day-to-day management of the
limited liability company’s business. If amember becomes concerned that
the managers may not have taken the necessary stepsto enforce a claim of
the limited liability company against athird party, each member has a spe-
cial right to bring a legal action (called a “derivative action”) to obtain a
judgment in the name of the limited liability company against the third
party if the managers refuse to sue the third party. If the member is suc-
cessful in obtaining ajudgment or a settlement of the claim, the court may
award the member reimbursement for expenses and legal fees. The
remainder of the recovery will belong to the limited liability company.

PROFITS AND LOSSES

The membersin alimited liability company have significant freedom
to divide limited liability company profits and losses and limited liability
company distributions in any manner they choose. If the members do not
alocate distributions in their operating agreement, Arizona law provides
that distributions will be shared by the members in proportion to their
actual contributionsto the limited liability company and, after all contribu-
tions have been returned, distributions will be shared equally by the mem-
bers.

The members freedom to allocate profits, losses, and distributions by
agreement is one of the important advantages of limited liability compa-
nies under Arizonalaw. Different profit and loss sharing arrangements are
also available to general partnerships and limited partnerships.
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EXTENT OF OWNERS’ LIABILITY

Any member, manager, employee, officer, or agent of alimited liabil-
ity company is not liable solely by reason of being a member, manager,
employee, officer, or agent, for the debts of the limited liability company.
Thisis different from the liability of general partnersin a genera partner-
ship or of the general partnersin alimited partnership who have “joint and
several” liability for partnership obligations. It is also different from the
liability of limited partnersin alimited partnership. Each limited partner’s
liability for partnership debts is generally limited to the contribution that
the limited partner has made or agreed to make to the partnership. How-
ever, if alimited partner participates in the control of the partnership’s
business, the limited partner will also become liable for all partnership
debts.

TRANSFERABILITY OF INTERESTS

A member cannot sdll or assign hisor her interest in alimited liability
company to another person and make that person a member without the
consent of all other members, unless al of the members have previously
agreed in their operating agreement that such consent is not necessary. As
noted above, compliance with state and federal securities laws may be
reguired in connection with any such transfer of rights.

If amember desires merely to sell or assign the member’s economic
rightsto receive limited liability company distributions without giving the
buyer or assignee any management or voting rights as a member, Arizona
law permitsthe transfer of these economic rights unlessthe transfer is pro-
hibited by the members' operating agreement.

CONTINUITY OF EXISTENCE

A limited liability company is dissolved by the consent of al the
members unless all of the members have previously agreed in their oper-
ating agreement that such consent is not necessary at the time of a mem-
ber's withdrawal, removal, bankruptcy, death, or, if the member is a
corporation or other legal entity, upon termination of the member’s legal
existence. Without other agreements among the members, if alimited lia-
bility company is dissolved, the limited liability company’s business must
be wound up and liquidated.
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In order to prevent an unwanted liquidation of alimited liability com-
pany following its dissolution, the members may continue the business of
the limited liability company pursuant to a right in the operating agree-
ment or, if the operating agreement does not provide such aright by agree-
ment or consent of al of the remaining members. The ACC may
involuntarily dissolve a limited liability company if the company fails to
amend its articles as required by law or if the company has failed to make
arequired publication.

If the limited liability company’s business is not continued following
adissolution, the proceeds of liquidation must first be used to pay existing
limited liability company obligations other than liabilities for distributions
to existing or former members. If the proceeds of liquidation exceed the
limited liability company’s obligations, the remaining proceeds are dis-
tributed in whatever manner the members’ operating agreement provides.
In the absence of aprovision in the operating agreement for distribution of
liquidation proceeds, the remaining proceeds must be distributed. First, to
satisfy unpaid obligations to members who withdrew from the limited lia-
bility company prior to dissolution; second, to existing members until they
have received areturn of their contributions; and, third, to the membersin
equal shares.

TAX CONSIDERATIONS

The income tax treatment of a multi-member limited liability com-
pany and its members is generally the same under U.S. and Arizona tax
codes as the treatment of limited partnerships. A multi-member limited
liability company is not required to pay income tax on its net income, but
simply reports each member’s share of limited liability income or loss to
be included in the member’sindividual income tax return. Unlessit elects
to be taxed as a corporation, a single member limited liability company is
disregarded as an entity separate from its owner under the U.S. Tax Code
and for Arizona income tax purposes. Accordingly, a single member lim-
ited liability company does not file a separate income tax return. Like a
limited partnership, alimited liability company is required to pay a with-
holding tax on behalf of aforeign member characterized as a nonresident
alien for federal income tax purposes.

Similar to limited partnerships, alimited liability company may elect
to be taxed as a corporation. In such case, the limited liability company
and its members are treated in the same manner as a corporation and cor-
porate shareholders.
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RECORDKEEPING REQUIREMENTS

An Arizona multi-member limited liability company must file annual
federal and state informational tax returns that reflect the limited liability
company’s income or loss for the year and each member’s share of the
limited liability company’s taxable income or loss. The company must
maintain copies of a current list of the names and addresses of its mem-
bers, the original articles of organization, and all written operating agree-
ments and amendments. A limited liability company must also maintain
correct and complete financial records, which may be inspected by any
member. No annual activity reports need to be filed with any state agency.

CONCLUSION

The principal benefit available with use of alimited liability company
isthe protection against the personal liability of the members. A member’s
risk associated with the limited liability company is generally confined to
the amount contributed or required to be contributed to the limited liability
partnership. Other benefits arising from use of amulti-member limited lia-
bility company include the significant freedom of the membersto allocate
the sharing of profits, losses, and distributions and the single level of tax-
ation resulting from the treatment of the limited liability company as a
non-taxable partnership for income tax purposes.
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CORPORATIONS

Corporations, popular vehicles for making investments or conducting
business, can accommodate wide variations in the number of owners
(shareholders), ranging from the corporation in which all the outstanding
shares are owned by one person, to the “closely-held” corporation, in
which the shares are held by alimited number of persons, to the* publicly-
held” corporation, in which share ownership is held by hundreds or thou-
sands of shareholders. Arizona laws governing corporations are designed
to permit corporate operations with minimal red tape.

ORGANIZATIONAL FORMALITIES

Severa formalities must be observed in forming a corporation. The
incorporator (i.e., the person who forms the corporation) must file the cor-
poration’s articles of incorporation with the ACC with the accompanying
filing fee. A corporation’s articles of incorporation must include the fol-
lowing information:

m the name of the corporation, which must include one of
the following words (or an abbreviation), "association,"
"bank," "corporation,” "company," "incorporated,” or
"limited." The name selected for a corporation must be
distinguishable from other names, the name of any exist-
ing Arizona corporation, limited partnership or limited
liability company, any foreign corporation, limited part-
nership, or limited liability company that is registered to
conduct business in Arizona, and certain fictitious or
trade names of other entities;

m astatement of the character of the business that the cor-
poration initially intends to conduct (the business that the
corporation may conduct, however, is not limited to that
which is stated);

m the aggregate number of shares of stock that are autho-

rized for issuance. A corporation's articles of incorpora-
tion usually authorize a greater number of shares than the
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corporation intends to issue in connection with its forma:
tion. This provides flexibility to issue additional sharesin
the future without amending the articles of incorporation;

m the name, address and signature of each incorporator who
files the articles of incorporation. Incorporators need not
be shareholders of the corporation, nor Arizonaresidents;

m the name and address of the corporation'sinitial statutory
agent and the address of the corporation's known place of
business if different from that of its statutory agent.
Every corporation doing business in Arizona must
appoint a statutory agent to receive formal notices and to
accept service of processin lawsuits filed against the cor-
poration. A statutory agent must be either a corporation
authorized to do business in Arizona or an individual
who is aresident of Arizona. A statutory agent, although
merely ministerial, is important because service of pro-
cess gives a court jurisdiction and starts the running of
the time within which the corporation must respond in
order to avoid entry of judgment by default against it;

m thename and address of each of theinitial directors of the
corporation.

The articles of incorporation may also include other provisions not in
conflict with applicable laws, including provisions eliminating or limiting
theliability of directorsto the corporation or its shareholders for monetary
damages for actions taken, or any failure to take action as a director with
certain specified exceptions.

After filing the articles of incorporation, the directors named in the
articles of incorporation must hold an organizational meeting to elect
officers and transact other appropriate business. The adoption of corporate
bylaws is among the first items of business. The bylaws of a corporation
set out the details of corporate governance and normally contain provi-
sions relating to the conduct of business and to the rights and powers of
shareholders, directors, and officers. Bylaws must be consistent with Ari-
zona law and with the articles of incorporation.
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CAPITALIZATION AND DEBT FINANCING

The proceeds from the sale of a corporation’s shares normally pro-
vide the principal source of capital for the corporation. An Arizona corpo-
ration may issue any number of shares, up to the maximum number of
shares that are authorized for issuance in its articles of incorporation. The
board of directors establishes the price for each share to be issued. Pay-
ment for shares may be made to the corporation in cash, other property, or
in past services actually performed for the corporation. Promissory notes
and promises of future services cannot be used for the payment of shares.

Shares of a corporation are “securities” under both federal and state
securitieslaw. Inissuing shares, care must be taken to ensure that al appli-
cable securities law requirements are satisfied. See the chapter “ Securities
Laws.”

An Arizona corporation has great flexibility to issue various classes
of shares, each with different rights, to develop a share structure suited to
its needs. For example, as a means of attracting additional investors and
selling additional shares, the corporation may issue shares that provide
preferred rights, such asaright to dividends or afirst right to the proceeds
on the sale of corporate assets in the event of dissolution of the corpora-
tion. The corporation also may issue shares that lack voting rights or that
provide either limited or preferential voting rights.

In general, subject to applicable securities laws, shares can be sold by
the corporation to any party at any time. However, the articles of incorpo-
ration may grant “ preemptive” rightsto existing shareholders, giving them
the first opportunity to purchase additional shares in proportion to the
number of shares already held by them. Preemptive rights are often useful
in closely held corporations to preserve the relative proportion of share
ownership among the existing shareholders.

Funds needed for corporate operations can also be obtained through
the sale of debt securities, such as bonds or debentures. Bonds and deben-
tures are repaid over a period of time with interest. They do not grant the
holder any ownership interest in the corporation, but they rank ahead of
stock in payment priority. Additionally, corporations can borrow money
from financial institutions. A corporation that is new, closely held, or
thinly capitalized may encounter difficulty in borrowing funds, unless its
shareholders personaly guarantee the corporation’s repayment obliga-
tions.
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MANAGEMENT AND CONTROL

Management of a corporation is vested in its board of directors. Each
director must be an individual. Generally, thereisno limit to the number of
directors that a corporation may have. Directors are required to manage
the business of the corporation with the ordinary care that a prudent person
would exercise under similar circumstances. Directors need not be share-
holders of the corporation nor Arizona residents unless the articles of
incorporation or bylaws so provide.

M eetings of the board of directors may be held within or outside Ari-
zona and may be held by conference telephone or other communications
equipment. The directors also may take action by unanimous written con-
sent without holding a meeting. Unless a different number is specified in
the bylaws or articles of incorporation, amajority of directors constitutesa
sufficient number of directors, or “quorum,” necessary for the transaction
of business at a meeting of the board.

A corporation’s shareholders elect the directors. At the annual elec-
tion of directors, each shareholder has the right to vote the number of
shares owned by the shareholder, multiplied by the number of directors to
be elected. A shareholder may cast all of hisor her votesfor one candidate
or alocate votes in any manner among the candidates. Under this system
of “cumulative” voting, shareholders can elect directors in rough propor-
tion to the percentage of sharesthey own.

If the articles of incorporation provide, and to the extent that it does
not infringe upon the shareholders' cumulative voting rights, the term of
office of the board of directors may be divided into a “ staggered board”
usually consisting of two or three groups. With a staggered board, only the
directorsin aparticular group stand for election at each annual meeting, so
that only ahalf or third of the board is elected in any given year. Staggered
boards promote continuity of management by preventing a shareholder or
group of shareholders from replacing all of the directors at asingle annual
shareholder meeting.

Subject to certain exceptions, the shareholders may remove one or
more of acorporation’sdirectors from office for any reason at a sharehol d-
ers’ meeting called expressly for that purpose. If less than the entire board
is to be removed, no director may be removed if the votes cast against
remova would be sufficient to elect the director to the board under the
cumulative voting system. Subject to certain exceptions, any vacancy on
the board of directors may befilled by either the remaining directors or the
shareholders. The replacement director holds office until the next election
of directors.

Shareholders enjoy rightsin addition to the rights associated with the
election and removal of directors. If the directors desire to sell, exchange,
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or otherwise dispose of all or substantially all of the corporation’s property
other than in the usual and regular course of the corporation’s business, a
majority of the outstanding voting shares of the corporation usually must
approve the transaction. If the directors desire to merge the corporation
with another corporation, approval by shareholders holding a majority of
the outstanding voting shares of each corporation is required in most
instances.

If a shareholder disagrees with (or “dissents’ from), among other
things, a sale or disposition of all or substantially all of the corporation’s
assets or a merger of the corporation with another corporation, subject to
certain limitations, the shareholder may, by complying with certain notice
and other statutory requirements, require the corporation to purchase his or
her shares. If the corporation and the dissenting shareholder cannot agree
on avalue for the shares, the corporation must request a court to determine
their value. These “ dissenters’ rights’ do not extend to holders of shares of
an Arizona corporation registered on a national securities exchange or
listed on the NASDAQ National Market System, nor to aclass or series of
shares that are held by 2,000 or more shareholders of record, unless the
corporation’s articles of incorporation otherwise provide.

In certain cases, Arizonalaw provides rights to existing management
to avoid the effects of hostile takeovers. For example, the voting rights of
shares of issuing public corporations that are acquired in a control share
acquisition may be limited. An issuing public corporation would include
certain publicly held companies and companies that elect to be subject to
such rulesin their articles of incorporation if certain additional conditions
are satisfied. Arizonalaw also permits a corporation to specify in its arti-
cles of incorporation that certain matters must be approved by a greater
voting requirement than would otherwise be required by law.

The officers of the corporation are responsible for the day-to-day
operation of the corporation. Their authority is determined by the board of
directorsor described in the bylaws. The corporation may have such offic-
ers as the shareholders or directors deem appropriate. The board of direc-
tors elects the officers, and the officers may then appoint one or more
assistant officersif authorized by the bylaws or the board of directors. The
same individual may hold any two or more offices. Any officer may be
removed at any time by the directors. However, if provided by contract, an
officer may be entitled to severance compensation or to continued
employment in some other capacity.
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PROFITS AND LOSSES

Profits are shared by the shareholdersin the form of dividends. Gen-
erally, dividends are distributed to shareholders proportionately in accor-
dance with share ownership. Unlessthe articles of incorporation otherwise
provide, and subject to certain restrictions (some of which are described
below), dividends are declared and paid at the discretion of the board of
directors. Holders of preferred shares enjoy preferential rightsto dividend
distributions.

Subject to any restriction contained in the articles of incorporation, a
corporation may pay dividendsin cash, in property, or initsown shares. A
distribution of dividends may not be made if the corporation is not able to
pay its debtsin the normal course of business. Also, payment of dividends
is not permitted when the corporation’s total assets would be less than the
sum of its total liabilities plus, unless the articles permit otherwise, the
amount needed to satisfy the rights of preferential shareholders on disso-
[ution.

Losses incurred by a corporation may reduce the payment of divi-
dends to shareholders and the price obtainable by shareholders upon asale
of shares. Except in the case of a “Subchapter S’ corporation, the losses
incurred by a corporation are not shared by the shareholders on a current
basis. See “Tax Considerations’ below in this chapter.

EXTENT OF OWNERS’ LIABILITY

As a genera rule, each shareholder’s liability for corporate obliga
tionsis limited to the shareholder’s investment in the shares of the corpo-
ration. This insulates the shareholder’s other assets from the debts and
other obligations of the corporation. In some situations, however, a court
may “pierce the corporate veil” and disregard the corporation as a lega
entity that is separate and distinct from the sharehol der, with the effect of
making the shareholder personally liable for the corporation’s obligations
asif the corporation were a proprietorship or partnership.

The corporate veil may be pierced by acourt if the corporation is not
sufficiently capitalized to meet the obligations reasonably foreseeable for
abusiness of its size and character. Other factors that may lead a court to
pierce the veil and disregard the corporation as a distinct legal entity
include whether the corporation was used to defraud creditors, whether the
corporation’s property was used for the personal use of the shareholdersin
guestion (sometimes called “ co-mingling” of assets), whether the corpora-
tion failed to maintain a separate corporate identity, whether the corpora-
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tion failed to maintain adequate records, and whether the corporation
disregarded corporate legal formalities. Arizona courts seldom grant relief
to corporate creditors under the theory of piercing the corporate veil
except in extreme factual circumstances. By providing adequate capital to
the corporation, by undertaking honest business practices, by maintaining
adistinct line between the corporation’s assets and those of its sharehold-
ers, and by paying attention to simple corporate formalities, use of the cor-
porate structure can easily be maintained to protect the shareholders
separate assets from claims of the corporation’s creditors.

TRANSFERABILITY OF INTERESTS

The ownership interests of shareholders in a corporation are usualy
represented by share certificates. In most cases, these are freely transfer-
able, although the corporation need not recognize a purchaser as a share-
holder until the transfer of the shares represented by the share certificates
is recorded on the corporation’s books. Reasonable restrictions on share
transfers may be imposed by the corporation’s articles of incorporation or
bylaws, or by the provisions of an agreement among the shareholdersif the
existence of such restriction is noted conspicuoudy on each share certifi-
cate. The board of directors of an Arizona corporation may authorize the
issuance of shares without certificates as long as the shareholder receives
relevant information regarding his, her, or its rights. Federal and state
securities laws may also impose restrictions on the transferability of
shares.

CONTINUITY OF EXISTENCE

An Arizona corporation will have perpetual existence unless its arti-
cles of incorporation provide otherwise. A corporation with perpetual
existence will not terminate until formal steps are taken to dissolve the
corporation. The death, bankruptcy, or transfer of shares of any share-
holder will not interrupt the continuing existence of a corporation.

TAX CONSIDERATIONS

Generally, a corporation is treated for both federal and state tax pur-
poses as a taxable entity, separate and apart from its shareholders. A cor-
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REQUIREMENTS FOR PATENTABILITY

Three regquirements govern patentability in the United States of apar-
ticular invention. First, an invention must be “novel.” An invention is
novel if it has not previously been known or used by othersin the United
States, nor patented, nor described elsewhere. Second, the invention must
be “nonobvious.” An invention is nonobvious if it could not have been
conceived by a person with ordinary skill in the field to which the inven-
tion pertains. Third, the invention must have “ utility.” An invention has
utility if it isuseful and is capable of performing the function claimed by
the patent.

To determine novelty and, hence, patentability of an invention, it is
often useful to search the records of the U.S. Patent and Trademark Office.
There one may examine all U.S. patents, many foreign patents, and alarge
number of technical publications. A patent search customarily is per-
formed by a patent attorney or by an individua with similar technical
training, sometimes referred to as a patent agent. A patent attorney or
patent agent may be asked to render an opinion regarding the patentability
of aparticular invention. An inventor can then make an informed decision
as to whether to proceed to incur the cost of an actual patent application.

PATENT APPLICATION PROCESS

A U.S. patent application must be filed with the U.S. Patent and
Trademark Office. A complete patent application includes five elements.
First, the application must include the “specification,” a description of
what the invention is and what it does. The specification can befiled in a
foreign language provided that an English translation, verified by a certi-
fied trandlator, is filed within a prescribed period. Second, the application
must include at least one claim. Third, the application must include draw-
ings, if essential to an understanding of the invention. Fourth, the applica-
tion must include an oath or declaration, which certifies that the inventor
believes himself or herself to be the first and original inventor. If the
inventor does not understand English, the oath or declaration must bein a
language that the inventor understands. Finally, the appropriate fee must
be included. Only the first three elements are required to be submitted to
receive afiling date. The fee and oath/declaration may be submitted | ater,
within a prescribed time limit.

After a proper application is filed, the application is assigned to an
examiner with knowledge of the particular subject matter. The examiner
makes athorough review of the application and the status of existing con-
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cepts in the relevant area to determine whether the invention meets the
requirements of patentability. The patent review process typically takes
approximately 18 monthsto three years.

Rejection of a patent application by the examiner may be appealed to
the Board of Patent Appeals. Decisions of the Board of Patent Appeals
may be appealed to the federal courts.

Provisional patent application requirements are less stringent than
those for aregular patent application. The oath or declaration of the inven-
tor and claims are not required and the application is held for the 12 month
period without examination.

MARKINGS

After a patent application has been filed, the product made in accor-
dance with the invention may be marked with the legend “ patent pending”
or “patent applied for.” After a patent isissued, products may be marked
“patented” or “pat.,” together with the U.S. patent number. Marking is not
required, but it may be necessary to prove marking in order to recover
damages in an infringement action.

RIGHTS TO PATENTED INVENTIONS

Disputes sometimes arise between employers and employees over the
rightsto inventions made by employees during the course of employment.
Accordingly, employers often require employees to execute formal agree-
ments under which each signing employee agrees that all rights to any
invention made by the employee during the term of employment will
belong to the employer.

TRADEMARKS

IN GENERAL

A mark is often used by a businessto identify its merchandise or ser-
vices and to distinguish them from those supplied by others. A mark can
be aword, a name, a number, a slogan, a symbol, a device, or a combina
tion.

196 DOING BUSINESS IN ARIZONA











