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WE |l S B ERG Judge

11 Plaintiffs-Appellants (the taxpayers) are five married
coupl es who resided in Arizona and recei ved wage i ncone fromfull -
time enploynent in Nogal es, Sonora, Mexico, in tax years 1993 and
1994. The taxpayers’ enployer, a maquiladora,! w thheld Mexican
i ncone taxes fromtheir wages and remtted the taxes to the Mexican
government on the taxpayers’ behalf. The taxpayers reported their
Mexi can wage i ncone on their Arizona individual income tax returns

for 1993 and 1994 and clainmed credits under Arizona Revised

'Gerard Morales, Benjamn Aguilera, and David K. Arnstrong
(Snell & Wlner, L.L.P.), An Overview of the Maquiladora Program
(1994), at http://ww. dol.gov/dol/ilab/public/medialreports/nao/ maquilad. htm
(hyperlinked footnotes omtted), describes the Maquil adora program
as foll ows:

Legally, the Maquiladora programis a creature of the
Mexi can Executive branch of governnent pursuant to the
powers granted to that branch under article 89(1) of the
Political Constitution of the United Mexican States.
Oiginally, a company organized under the Maquil adora
Programwas t he only type of conpany expressly authorized
to have one hundred percent foreign ownership wthout
prior authorization.

The rather privileged position which nmaquila operations
occupy under the Mexican | egal systemhas been justified
on the basis of the need to pronote foreign i nvestnent as
well as on the essential nature of those operations.
Foreign i nvestnent is viewed by t he Mexi can Gover nnent as
a way to transfer technology to Mexico, to upgrade
wor kers' skills and to i ncrease demand for Mexi can goods.
Furt hernore, since, ordinarily, maquil adoras are required
to export nost of their production, they do not
constitute recognizable conpetition for entities
dependent upon the Mexi can donestic narket.



Statutes (AR S.) section 43-1071(A) (Supp. 2000)2 for the taxes
t hey had paid on those wages.

92 The Arizona Department of Revenue (ADOR) disallowed the
claimed credits on the taxpayers’ 1993 and 1994 returns and
assessed additional taxes, interest and penalties. The taxpayers
chal | enged t he assessnents through the adm ni strative process. The
Arizona Board of Tax Appeals sustained the assessnents. In the
taxpayers’ judicial appeals, the tax court ruled for ADOR

q3 The dispositive question bel ow and on appeal is whether
Mexi co’s tax on nonresidents’ wage inconme from services perforned

in Mexico is a “net inconme tax” eligible for the credit against

AR S. section 43-1071(A) provides:

Subj ect tothe followi ng conditions, residents shall
be allowed a credit against the taxes inposed by this
chapter for net inconme taxes inposed by and paid to
anot her state or country on incone taxable under this
chapter:

1. The credit shall be allowed only for taxes paid
to the other state or country on incone that is derived
from sources within that state or country and that is
taxabl e under its laws irrespective of the residence or
dom cile of the recipient.

2. The credit shall not be allowed if the other
state or country allows residents of this state a credit
agai nst the taxes inposed by that state or country for
t axes paid or payabl e under this chapter.

3. The credit shall not exceed such proportion of
t he tax payabl e under this chapter as the i ncone subject
to tax in the other state or country and al so taxable
under this title bears to the taxpayer’s entire incone
upon which the tax is inposed by this chapter.
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Arizona individual inconme tax liability provided by AR S. section
43- 1071(A). Pursuant to AR S. section 12-2101(B) (1994), this
court has jurisdiction over this appeal.
DISCUSSION

14 Subj ect to certain conditions, A RS. section 43-1071(A)
allows a credit® against Arizona individual incone taxes “for net
income taxes inposed by and paid to another state or country on
i nconme taxabl e under this chapter.” (Enphasis added.) To qualify,

the foreign tax nust be on the taxpayer’s net incone.”
Specifically, section 43-1071(A) allows “a credit only for other
countries’ incone taxes that all ow deductions, excl usions, or other

i nconme adjustnments in calculating the tax base, and thereby are

net income taxes. State ex rel. Arizona Dep’t of Revenue V.
Short, 192 Ariz. 322, 324, § 12, 965 P.2d 56, 58 (App. 1998). sSee
Arizona Adm nistrative Code (A A C ) R15-2-1071 (1997) (a “net
i ncone tax” is one that “grants deductions or exenptions fromgross
i ncone”) .

15 During 1993 and 1994, Article 1 of Mexico s |Inconme Tax
Law i nposed on residents of other countries, who had no pernanent

establ i shnent or fixed base in Mexico, an obligation to pay taxes

on the inconme they derived “from sources of wealth situated in

We are required to construe Arizona tax exenptions and
credits strictly against the taxpayer, Davis v. Arizona Dep’t of
Revenue, 197 Ariz. 527, 529-30, ¢ 12, 4 P.3d 1070, 1072-73 (App.
2000) .



national territory.” Articles 144 through 146 of the |Incone Tax
Law provi ded the specifics of the nonresident incone tax. The tax
applied to all incone received “in cash, in assets, in services or
incredit.” Article 144. Article 145 set the tax at “30% of the
I ncone obtai ned, w thout any deduction.”

q6 Article 146 then nodified the general tax inposition
provi sion of Article 145 as foll ows:

Exenpt from the paynent of the tax to
which the preceding article refers is incone
fromsal aries and, in general, for furnishing
servi ces under dependent enploynent paid by
resi dents abroad, whether individuals or |egal
entities, who do not have a permanent esta-
blishment in the country, or if they have
such, if the services are not related to such
establishnment, provided that the service
rendered has a duration of |ess than 183 days
in a period of 12 nonths.

When the service rendered has a duration
of 183 days or nore in a period of 12 nonths,
the follow ng shall be applied:

l. | ncone which does not exceed
32, 000, 000 pesos is exenpt.

[1. Inconme which exceeds t he anpbunt
stipulated in the preceding itembut which is
not over 256,000,000 pesos is taxable at the
rate of 15% on the surplus over 32,000, 000
pesos.

L1, The surplus incone over
256, 000, 000 pesos is taxable in the ternms of
the preceding article [30%.*

‘Ef fective for tax year 1994, Articles 145 and 146 of the
| ncone Tax Law were anended to substitute “36,000 new pesos” for
“32, 000, 000 pesos” and “290, 000 new pesos” for “256, 000, 000 pesos.”
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7 I n addition, other exenptions fromincone applied to non-
resi dent maqui | adora workers. Article 145 exenpted director’s fees
and auditor’s fees. Also, for tax year 1993, the Mexican Treasury
Depart nent advised by O ficial Letter (1) that vacation pay woul d
not be considered part of taxable incone, and (2) that “managers
and hi gh executives,”® other than those in production or quality
control, were not subject to the nonresident Mexican incone tax if
their income from such tasks was taxable in their country of
resi dence.

q8 ADOR argues that these statutes and admnistrative
principles of Mexican incone tax |aw do not inpose a tax on “net
income,” and that such taxes are therefore not creditable agai nst
Arizona individual incone tax liability under A R S. section 43-
1071(A). ADOR contends that the tax on Mexican-source incone of
nonresi dents does not allow “deductions, exclusions, or other
i ncome adjustnents in calculating the tax base” as clarified by
Short. ADOR characterizes the tax as a “gross income tax because
it applies to the gross anount of income that a nonresident
receives for work done in Mxico wthout any allowance for
deductions fromgross incone.” |In other words, its view is that
the applicable Mexican tax laws nerely shape and define gross

income, rather than provide any deductions therefrom ADOR

*This exenption was |limted to those who entered Mexican
territory for the sole purpose of performng supervisorial or
manageri al tasks in a naquil adora.
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therefore asserts that the various gross tax exclusions afforded
nonresidents do not constitute inconme tax “deductions” or
“exenptions fromgross incone,” as these terns are generally used
in our tax |aws.

19 The tax court agreed:

[ E] xenptions fromtax do not reduce gross
i ncone, because they are not considered i ncone
for tax purposes. The itens that Taxpayers
rely on to support their position that the
Mexi can tax at issue is a net incone tax are
not hing nore than exenptions from tax. The
items are not subtracted from gross pay to
arrive at a net pay that is subsequently
taxed; and these anobunts do not constitute
gross pay in the first place. Furt her,
Taxpayers’ interpretation of net incone tax
renders the decision in State v. Short
meani ngl ess. 192 Ariz. 322, 965 P.2d 56 ( App.
1998). If any type of exenption nade a tax a
net inconme tax, because there are no taxing
systens that tax everything and everyone, al

taxing systens would be net incone tax
syst ens.
q10 We however disagree. |If the Mexican systemonly all owed

a non-individualized flat percentage reduction or a non-
i ndi vidual i zed fixed sum deduction on the inconme earned, wthout
any consideration for a taxpayer’s individualized circunstances,
then presunmably it would be a gross inconme tax. 1In such event, the
tax woul d be anal ogous to the taxes i nposed in the California cases
cited in Short where the foreign government withheld a di screte sum
on all corporate dividends prior to distribution w thout allow ng
any adj ustnents for the individual circunstances of the individual

t axpayer. 192 Ariz. at 325, 1Y 15-17, 965 P.2d at 59 (citing
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Burnham v. Franchise Tax Bd., 341 P.2d 833 (Cal. Dist. C. App.
1959); Clemens v. Franchise Tax Bd., 341 P.2d 838 (Cal. Dist. Ct.
App. 1959); Crocker-Anglo Nat’l Bank v. Franchise Tax Bd., 3 Cal.
Rptr. 906 (Cal. Dist. C. App. 1960)). Thus, in Short, we
concluded that a “net income tax” was one that was inposed by the
foreign jurisdiction on incone after it had been shaped by
perm tted deductions, exclusions or other inconme adjustnents based
upon the taxpayer’s personalized circunstances. Id. at 324, {12,
965 P.2d at 59.

q11 Here, we concl ude that the applicabl e Mexican provisions
al l ow true deductions. Taxpayers nmay reduce their taxable incone
by excl udi ng conpensation received as director’s or auditor’s fees,
or as “managers and hi gh executives” involved in non-production or
quality-control areas. Vacation pay may al so be subtracted from
income before it is taxed.

q12 Arizona’ s individual incone tax, which is clearly one on
“net incone,” contains several provisions that produce sinilar
results, although in different circunstances. For exanple, A R S.
section 43-1023 (Supp. 2000) provides “exenptions” ranging from
$1,500 to $10,000 for taxpayers or their spouses who are visually
inmpaired or over 65 years of age, taxpayers’ dependents, and
t axpayers’ parents or ancestors of parents over 65 who live with
them and require assistance in daily living. |In the sanme manner,

section 43-1043 (2000) provides personal exenptions of $2,100,



$4, 200, or $6,300 for taxpayers and their famlies. These are
quite plainly not definitional limtations on the scope of gross
i ncone. They are deductions, exenptions, subtractions, or exclu-
sions taken fromgross incone in conputing taxable incone; and, in
the way they shape taxable incone, are no different from the
“exenptions” afforded by Articles 145 and 146 of Mexico' s |Incone
Tax Act for 1993 and 1994.

q13 ADCR s argunent has m stakenly focused on the |abels
enpl oyed by the Mexican tax provisions and, because those |abels
are different from those enployed by Arizona s tax provisions,
concl uded that the Mexican tax is a gross i ncome tax. But, |ooking
past the labels, it is clear that the Mexican tax is a net incone
tax. It is a net inconme tax because it has afforded individualized
deductions from pre-tax i ncome when arriving at the final taxable
i ncome anount. That is the identical process, although wth
di fferent reductions, that Arizona’ s net incone tax enploys. The
appl i cabl e Mexi can provisions, therefore, inpose a net incone tax
for the purposes of AR S. section 43-1071(A).

114 The taxpayers request an award of attorney' s fees
incurred in the tax court and on appeal pursuant to A R S. section
12-348(B) (Supp. 2000). W grant the request, subject to the
limtations i nposed by section 12-348(D) and (E)(3) and (5) (Supp.

2000). The taxpayers may establish the anount of their award by



conplying with provisions of Rule 21(C) of the Arizona Rules of
Cvil Appellate Procedure.

CONCLUSION
915 The judgnent is reversed and remanded with directions

to enter judgnent for the taxpayers.

Shel don H. Wi sberg, Presiding Judge

CONCURRI NG

Rudol ph J. Gerber, Judge

M chael D. Ryan, Judge
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