Aiken Industries, Inc. (Successor by Merger to Mechanical Products, Inc. ),
Petitioner v. Commissioner of Internal Revenue, Respondent, 56 T. C. 925
(1971)

Interest payments to a foreign corporation are not exempt under a tax treaty if the
corporation acts merely as a conduit and lacks beneficial ownership of the interest
received.

Summary

In Aiken Industries, Inc. v. Commissioner, the U. S. Tax Court examined whether
interest paid by a U. S. corporation to a Honduran corporation, Industrias
Hondurenas, was exempt from U. S. withholding tax under the U. S. -Honduras
Income Tax Convention. The court held that the interest was not exempt because
Industrias was merely a conduit for the interest payments to the ultimate recipient,
a Bahamian corporation, ECL. The court emphasized that for treaty benefits to
apply, the foreign corporation must have beneficial ownership of the interest, not
just act as a collection agent. Additionally, the court found the taxpayer liable for
withholding taxes due to insufficient disclosure to the IRS but not liable for penalties
for failure to file, as it relied on counsel’s advice.

Facts

Mechanical Products, Inc. (MPI), a U. S. corporation, borrowed $2,250,000 from
Ecuadorian Corp. , Ltd. (ECL), a Bahamian corporation, and issued a promissory
note. ECL later transferred this note to Industrias Hondurenas, a Honduran
corporation wholly owned by Compania de Cervezas Nacionales (CCN), an
Ecuadorian corporation controlled by ECL. Industrias received interest from MPI
and paid it to ECL. MPI did not withhold U. S. taxes on these payments, claiming an
exemption under the U. S. -Honduras tax treaty. The IRS challenged this exemption
and assessed deficiencies and penalties against Aiken Industries, Inc. , MPI's
successor by merger.

Procedural History

The IRS issued a notice of deficiency to Aiken Industries, Inc. , asserting withholding
tax deficiencies and penalties for 1964 and 1965. Aiken Industries contested the
deficiencies for 1965 in the U. S. Tax Court, as the statute of limitations barred the
1964 assessment. The Tax Court heard the case and issued its decision in 1971.

Issue(s)

1. Whether interest paid by MPI to Industrias Hondurenas was exempt from U. S.
withholding tax under the U. S. -Honduras Income Tax Convention.

2. Whether Aiken Industries, Inc. , as MPI's successor, is liable for penalties under
section 6651(a) for failure to file a return.
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Holding

1. No, because the interest was not “received by” Industrias as a Honduran
corporation within the meaning of the treaty. Industrias acted as a mere conduit for
the interest payments to ECL, lacking beneficial ownership.

2. No, because Aiken Industries relied on counsel’s advice, and its failure to file was
not due to willful neglect.

Court’s Reasoning

The court focused on the interpretation of the treaty’s language, particularly the
phrase “received by” in Article IX, which requires the recipient to have beneficial
ownership of the interest. The court found that Industrias was merely a conduit for
the interest payments, as it received the same amount it paid out to ECL, without
any economic or business purpose other than tax avoidance. The court also noted
that MPI’s failure to disclose the full circumstances of the note transfer to the IRS
meant it could not rely on the IRS’s inaction to avoid withholding tax liability. The
court cited Maximov v. United States and Bacardi Corp. v. Domenech to support its
interpretation of treaty language and the need for beneficial ownership. For the
penalty issue, the court relied on precedents like Twinam and Lindback Foundation,
which held that reliance on counsel’s advice can negate willful neglect.

Practical Implications

This decision clarifies that for a foreign corporation to claim a tax treaty exemption
on interest payments, it must have actual beneficial ownership and not merely act as
a conduit. Tax practitioners must ensure clients fully disclose all relevant facts to
the IRS when claiming treaty benefits. The decision also highlights that reliance on
counsel’s advice can protect against penalties for failure to file. Subsequent cases,
such as Del Commercial Properties, Inc. v. Commissioner, have applied this
principle, emphasizing the importance of beneficial ownership in treaty exemptions.
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