Desert Palace, Inc. v. Commissioner, 64 T. C. 474 (1975)

Income from gambling receivables must be accrued when legally enforceable, which
for gambling debts is upon collection unless issued at a casino cage.

Summary

In Desert Palace, Inc. v. Commissioner, the Tax Court ruled on when a casino must
recognize income from gambling receivables. The court held that receivables from
gambling on credit at gaming tables are not income until collected due to their
unenforceability under Nevada law. However, receivables from credit extended at
the casino cage must be accrued as income immediately because they do not carry a
presumption of being gambling debts. The case highlights the distinction between
table credit and cage credit in the context of income recognition for tax purposes.

Facts

Desert Palace, Inc. (DPI), operating as Caesars Palace in Las Vegas, extended credit
to customers for gambling. This credit was either issued at gaming tables or at the
casino cage. Under Nevada law, debts incurred for gambling are unenforceable,
creating a defense for debtors. DPI used an accrual method for its tax returns but
did not recognize gambling receivables as income until collected. The IRS
challenged this practice, asserting that receivables should be recognized as income
when the gambling transaction occurred.

Procedural History

The IRS determined deficiencies in DPI’'s federal income taxes for several years,
asserting that gambling receivables should be accrued as income. DPI contested
this, leading to the case being heard by the U. S. Tax Court, which focused on the
timing of income recognition from gambling receivables.

Issue(s)

1. Whether winnings from customers who gamble on credit must be recognized as
income at the time the receivable arises or subsequently when it is paid.

2. Whether there is a distinction between receivables from credit extended at
gaming tables versus at the casino cage regarding income recognition.

Holding

1. No, because gambling receivables from table credit are not legally enforceable
under Nevada law and thus do not meet the “all events” test for income recognition
until collected.

2. Yes, because receivables from cage credit do not carry a presumption of being
gambling debts and must be accrued as income when issued.
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Court’s Reasoning

The court applied the “all events” test from section 1. 446-1(c)(1)(ii) of the Income
Tax Regulations, which requires that all events fix the right to receive income and
that the amount be determinable with reasonable accuracy. For gambling
receivables from table credit, the court found that the right to receive income was
not fixed until collection due to the unenforceability of gambling debts. The court
distinguished cage credit, noting that it does not carry a presumption of being for
gambling purposes, and thus, DPI must accrue these receivables as income upon
issuance. The court rejected the IRS’s “two-step transaction” theory, which
attempted to separate the credit extension from the gambling transaction, as it did
not align with the reality of gambling operations where chips or cash stand in for
IOUs. The court also considered the practical operation of casinos and the
regulatory environment in Nevada, emphasizing the need for a clear rule to guide
income recognition in this unique industry.

Practical Implications

This decision provides clarity on the tax treatment of gambling receivables for
casinos operating in jurisdictions with similar laws on gambling debts. Casinos must
differentiate between receivables from table credit and cage credit for tax purposes,
accruing the latter as income immediately. This ruling impacts how casinos
structure their credit operations and may influence their financial reporting and tax
planning strategies. The decision also sets a precedent for how similar cases
involving the accrual method and unenforceable debts should be analyzed,
potentially affecting other industries where receivables may be subject to legal
defenses. Subsequent cases and IRS guidance may further refine these principles,
but this case remains a key reference for the tax treatment of gambling receivables.
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