Mesi v. Commissioner, 25 T.C. 513 (1955)

A taxpayer is only taxable on income they beneficially receive, not on funds they
remit to another entity as part of a pre-existing agreement or business arrangement.

Summary

The Tax Court addressed whether a portion of slot machine income paid by the
petitioner to a state association constituted taxable income to the petitioner. The
petitioner, who operated slot machines in Ohio lodges, was required to pay 5% of
the proceeds to the state association under an agreement between the lodges and
the association. The court held that the 5% remitted to the state association was not
the petitioner’s income, as it was part of a pre-existing arrangement where the
petitioner, local lodges, and the state association shared the slot machine profits.
The court also disallowed deductions claimed for entertainment expenses and
attorney’s fees due to lack of evidence demonstrating a direct business benefit.

Facts

The petitioner operated slot machines in various lodge rooms in Ohio. He could only
place the machines with the consent of lodge officials. The lodges received a
substantial portion of the slot machine proceeds. In 1935, the lodges agreed to pay
5% of the proceeds to the state association, reducing their share accordingly. The
state association accepted this payment in lieu of quota assessments from the
lodges. The petitioner claimed that the 5% paid to the state association was not his
income.

Procedural History

The Commissioner of Internal Revenue assessed a deficiency against the petitioner,
arguing that the 5% paid to the state association was taxable income. The petitioner
contested this assessment before the Tax Court.

Issue(s)

1. Whether the 5% of slot machine income paid by the petitioner to the state
association constituted taxable income to the petitioner.

2. Whether the entertainment expenses and attorney’s fees claimed by the
petitioner were deductible as business expenses.

Holding

1. No, because the 5% remitted to the state association was not beneficially
received by the petitioner and was part of a pre-existing agreement.

2. No, because the petitioner failed to provide sufficient evidence to demonstrate
that the entertainment expenses directly benefited his business, or that the
attorney’s fees were for deductible services under Section 23(a) of the Internal

© 2025 SCOTUSreports.com. All rights reserved. | 1



Revenue Code.
Court’s Reasoning

The court reasoned that the 5% paid to the state association was not the petitioner’s
income because the petitioner, the local lodges, and the state association all
participated in the slot machine business and divided the profits. The court stated,
“The 5 percent which petitioner paid to the state association was no more his
income than was the 75 percent which went to the local lodges. The respondent
does not contend that that was income to the petitioner.” The court emphasized that
the taxpayer is taxable only on income he received beneficially. Regarding the
entertainment expenses, the court found that the petitioner failed to demonstrate a
direct benefit to his business. The court noted that the expenses did not increase the
“play” on the slot machines or the petitioner’s income. As to the attorney’s fees, the
court stated that, “In the absence of further evidence, we can not determine that the
expenditure was paid ‘in carrying on any trade or business’ or ‘for the production or
collection of income, or for the management, conservation, or maintenance of
property held for the production of income,” within the meaning of section 23 (a) of
the Internal Revenue Code.”

Practical Implications

This case clarifies that taxpayers are not taxed on funds that merely pass through
their hands to another entity when a pre-existing agreement dictates the allocation
of those funds. The Mesi decision illustrates the importance of demonstrating
beneficial ownership of income for tax purposes. It highlights the significance of
providing concrete evidence to support business expense deductions, particularly
for entertainment and professional fees. Taxpayers must show a clear nexus
between the expense and the generation of income to claim a valid deduction. Later
cases would cite this case as an example of how courts analyze whether a taxpayer
truly had dominion and control over funds, emphasizing the importance of
contractual obligations and business arrangements in determining tax liability.
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