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23 T.C. 633 (1955)

A nonresident alien is engaged in business within the United States, and therefore
subject to U.S. income tax, when they use an agent within the U.S. who has the
authority to distribute the alien’s merchandise.

Summary

The U.S. Tax Court considered whether Frank Handfield, a Canadian resident who
manufactured postal cards in Canada and sold them in the United States through an
agreement with the American News Company, Inc., was engaged in business in the
U.S. and subject to U.S. income tax. The court determined that the News Company
acted  as  Handfield’s  agent,  distributing  the  cards  to  newsstands.  This  agency
relationship established that Handfield was engaged in business within the U.S.,
making his U.S.-sourced income taxable. The court disallowed deductions Handfield
claimed for his own salary and interest paid to himself, as these were not legitimate
business expenses within a sole proprietorship.

Facts

Frank  Handfield,  a  Canadian  resident,  manufactured  “Folkard”  postal  cards  in
Canada. He entered into a contract with the American News Company, Inc. for the
distribution of the cards in the United States. The contract specified that the News
Company would distribute the cards through newsstands, and that the company was
not obligated to buy any definite amount of cards. Handfield occasionally visited the
U.S. for business purposes, totaling 24 days during the tax year. He also employed
an individual in the U.S. to monitor the display of his cards. Handfield filed a U.S.
nonresident alien income tax return, claiming deductions for salary, interest, travel,
and depreciation. The Commissioner disallowed some of these deductions, leading to
this case.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  a  deficiency  in  Handfield’s
income tax for the fiscal year ending July 31, 1949. Handfield petitioned the U.S. Tax
Court to review the Commissioner’s decision. The Tax Court heard the case, and the
facts  were  largely  stipulated  by  both  parties.  The  Court  ruled  in  favor  of  the
Commissioner.

Issue(s)

Whether Handfield, a nonresident alien, was engaged in business within the1.
United States during the fiscal year ending July 31, 1949.
If Handfield was engaged in business within the U.S., whether he could deduct2.
expenses like salary paid to himself and interest paid to himself, as business
expenses.
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Holding

Yes, because the American News Company acted as Handfield’s agent for the1.
distribution of his cards in the U.S., Handfield was engaged in business in the
U.S.
No, because Handfield, as a sole proprietor, could not deduct his own salary2.
and interest paid to himself as business expenses.

Court’s Reasoning

The court  focused on the nature of  the agreement  between Handfield  and the
American News Company. It considered whether the News Company was acting as a
purchaser or as an agent for Handfield. The court determined that the contract
language, the News Company’s lack of obligation to purchase a set amount of cards,
the fact that Handfield retained control over the retail price, the fact that Handfield
paid for transportation and accepted returns, all pointed to an agency relationship.
The court stated, “From all the provisions of the contract and all the information on
the operations of the petitioner in relation to it that are in this record, we think that
the arrangement between the petitioner and the News Company was one in which
the News Company was his agent in the United States.” Since the News Company
was Handfield’s agent with a stock of merchandise, Handfield was found to have a
“permanent establishment” within the U.S. The court then cited the Tax Convention
between the U.S. and Canada which subjects the industrial and commercial profits
of a Canadian enterprise derived through a “permanent establishment” within the
United States to U.S. income taxes.

The court also rejected Handfield’s claim to deduct the value of the services he
rendered to his business in the US and the interest paid to himself, stating “We
know of no authority, and petitioner cites us to none, that would allow petitioner to
take a deduction for salary to himself and interest on money borrowed from himself
as a ‘business expense’ of a sole proprietorship.”

Practical Implications

This case clarifies the circumstances under which a nonresident alien is deemed to
be engaged in business within the U.S. The key factor is the existence of an agency
relationship, where the agent has the authority to distribute the alien’s goods. This
case highlights the importance of scrutinizing agreements, especially those involving
distribution  in  another  country.  The  implications  extend  to  various  industries,
including  manufacturing,  publishing,  and  retail.  Nonresident  aliens  need  to
structure their business operations in a way that minimizes their U.S. tax liability.
The case also underscores the limitations on deductions for sole proprietors.

This  case  is  frequently  cited  in  legal  discussions  regarding  the  definition  of
“engaged in business” within the United States for tax purposes. It establishes a
precedent for determining when a nonresident alien’s activities within the U.S. are
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substantial enough to warrant taxation.


