28 T.C. 845 (1957)

In tax disputes, the burden of proof rests on the taxpayer to demonstrate that the
Commissioner’s assessment is incorrect. If the taxpayer’s records are unreliable, the
Commissioner can use alternative methods to calculate income, and the taxpayer
must show those methods are unreasonable.

Summary

This case concerns a gambling partnership’s tax liability, particularly the
determination of their income and associated penalties. The court addressed several
issues, including the partnership’s income calculation, the imposition of penalties for
failing to file estimated tax declarations, and deductions for depreciation and losses.
The court found that the partners failed to provide credible evidence to support
their reported income, therefore, upholding the Commissioner’s use of alternative
methods to determine income. Furthermore, the court affirmed penalties for failing
to file estimated tax declarations and for underestimation of tax. The court also
denied certain claimed deductions due to lack of supporting evidence.

Facts

Anthony Delsanter, along with partners Farah, Tobin, and Coletto, operated the
Jungle Inn, a gambling casino. The Commissioner of Internal Revenue determined
deficiencies and assessed penalties against the partners for underreported income.
The partners’ bookkeeping methods were deemed unreliable by the court due to the
destruction of critical records and the partners’ inability to verify the figures
provided to their bookkeeper. The casino offered various games, including
horsebook, dice, slot machines, poker, roulette, chuck-a-luck, and bingo. The
Commissioner used specific formulas, based on industry practices, to calculate
income from each game after determining the partners’ records were inaccurate.

Procedural History

The United States Tax Court heard the case. The Tax Court upheld the
Commissioner’s assessment of tax deficiencies and penalties for failure to file
estimated tax and substantial underestimation of tax, while also denying certain
deductions claimed by the petitioners. Several judges dissented on some issues,
reflecting disagreements on the application of evidence and legal principles.

Issue(s)

1. Whether the Commissioner properly determined the partnership’s taxable income
for 1948 and 1949?

2. Whether the petitioners are liable for additions to tax for failure to file
declarations of estimated tax and for substantial underestimation of estimated tax?
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3. Whether petitioners are entitled to deductions for depreciation of slot machines
and for a loss due to their confiscation?

Holding

1. Yes, because the petitioners did not meet their burden of proving that the
Commissioner’s determination was incorrect. The court found their record-keeping
unreliable and the Commissioner’s method, although based on formulas, a
reasonable approach.

2. Yes, because the petitioners failed to file declarations of estimated tax for 1949
and filed zero declarations for 1948. The court held the petitioners did not establish
reasonable cause for the failure to file or the substantial underestimation.

3. No, because the petitioners failed to provide sufficient evidence to support the
claimed depreciation and loss deductions.

Court’s Reasoning

The court primarily focused on the burden of proof and the reliability of the
partners’ records. The court found that the partners’ failure to maintain accurate
records and their destruction of crucial documentation made it impossible to verify
their reported income. The court emphasized that the burden was on the petitioners
to show the Commissioner’s determination was incorrect and not on the government
to substantiate it. The Commissioner’s use of formulas, based on industry practices,
was deemed reasonable. The court revised the horsebook income calculation but
upheld the use of formulas for dice and slot machine income, adjusting the slot
machine income based on more credible figures. Furthermore, the court found that
the failure to file accurate declarations of estimated tax and underestimation of tax
warranted penalties. The court denied the claimed deductions because the
petitioners failed to provide supporting evidence such as cost basis or useful life for
the slot machines.

The court cited H. T. Rainwater, 23 T.C. 450 as an example of a case where more
reliable records were produced, that allowed a reliable check on the accuracy of
figures presented to the Commissioner, and then distinguished the current case.
Also, the court found zero declarations were insufficient to avoid penalties. The
dissent argued that the zero declarations were not sufficient to avoid the penalty for
failure to file, and that the petitioners should have filed a later estimate.

Practical Implications

This case underscores the importance of maintaining accurate and verifiable
financial records for tax purposes. It demonstrates that taxpayers bear the burden of
proving the correctness of their reported income and claimed deductions. If
taxpayers fail to do so, the Commissioner can use alternative methods to calculate
income, even if those methods are based on formulas. The case shows the risks of
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destroying or not preserving financial records. Also, it clarifies the penalties for
failing to file estimated tax declarations and underestimation of tax. It highlights
how taxpayers must file accurate declarations of estimated tax and pay those taxes
in a timely manner. This case serves as a reminder that even in complex situations,
taxpayers cannot avoid their tax obligations by claiming lack of records, which will
ultimately fall against them in court.
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