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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

VASQUEZ, Judge: Respondent determ ned the follow ng
deficiencies in, additions to, and penalties on petitioner’s

Federal incone tax:
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Additions to Tax Penal ty
Year Defi ci ency Sec. 6651(a) (1) Sec. 6651(a)(2) Sec. 6662
1999 $212, 100 - - - - $42, 420
2000 370, 017 $45, 848 1 36, 679
2001 429, 787 - - - - 85, 957

! The sec. 6651(a)(2) addition to tax is 0.5 percent of the
unpaid tax liability that wll be added to the tax for each
mont h, or fraction thereof, of nonpaynent, up to a maxi num of 25
percent, based upon the liability shown on the sec. 6020(b)
return, or the final determned liability, if |ess.

Unl ess otherwi se indicated, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and
Procedure.

In the answer, respondent conceded the section 6651(a)(2)
addition to tax. Additionally, respondent alleged that the

correct anmounts of deficiencies in, additions to, and penalties

on petitioner’s Federal incone tax are as follows:!?

Addition to Tax Penal ty
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662
1999 $207, 244 - - $41, 449
2000 300, 102 $44, 899 60, 020
2001 429, 487 69, 908 85, 897

The issues for decision are: (1) Wether petitioner
substantiated the anmobunts of his clainmed ganbling | osses for
1999, 2000, and 2001; (2) whether petitioner is |iable for

additions to tax pursuant to section 6651(a)(1) for 2000 and

1 Amounts are rounded to the nearest dollar.
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2001; and (3) whether petitioner is liable for penalties pursuant
to section 6662(a) for 1999, 2000, and 2001.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts, the supplenental stipulation of facts,
and the attached exhibits are incorporated herein by this
reference. At the tinme he filed the petition, Francis M
Gagliardi (M. Gagliardi) resided in El Cajon, California.

M. Gugliardi’'s Life Before 1991

M. Gagliardi did not graduate from high school. The |ast
year M. Gagliardi attended high school was 1979.

After high school, M. Gagliardi was enployed as a nachine
operator by Buck Knives. Following his work at Buck Knives, from
approximately 1984 to 1987 M. Gagliardi worked as a truck driver
for his brother Dan Gagliardi.

In 1989, M. Gagliardi purchased an 18-wheel truck and
thereafter ran his own trucking business, called Anerican
Redbal |, as a sole proprietorship. M. Ggliardi’s duties for
Aneri can Redbal |l included running the business and driving the
truck. M. Gagliardi hauled materials for mlitary defense shows
and trade shows.

Wil e operating Anerican Redball, M. Gagliardi did not keep
a log of his incone and expenses; instead he kept his receipts

for the preparation of his incone tax returns. M. Gagliardi
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knew that he had to substantiate his clainmed deductions rel ated
to Anerican Redball with receipts, and he provided his business
receipts to his tax return preparer.

Eugene Hunner (M. Hunner) prepared M. Gagliardi’s tax
returns when M. CGagliardi owned Anerican Redball. M. Hunner
has a B. A in accounting and is a certified public accountant.
He worked 5 years at a national accounting firm is two courses
shy of his master’s in tax at the University of Southern
California, and has prepared tax returns for over 30 years.

Ni nety percent of M. Hunner’'s professional work is preparing tax
returns. M. Hunner prepares between 120 and 160 returns per
year .

1991: M. Gagliardi Wns the Lottery

In 1991, M. Gagliardi won approxi mately $26, 660, 000 from
the California lottery (lottery proceeds). M. Gagliardi elected
to receive paynent of the lottery proceeds in 20 annual paynents
of approxi mately $1, 333,000 each (original annual lottery
paynent) .

At the tinme he won the lottery proceeds, M. Gagliardi was
29 years old, was married, and had two children. Since w nning
the lottery proceeds, M. Gagliardi has not been enployed. After
Wi nning the lottery proceeds, and before 1996, M. Gagli ardi
pur chased a new hone and custombuilt notorcycles and regularly

went on vacations. Wth the exception of the above expenditures
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and other living costs, before 1996 M. Gagliardi generally saved
nost of his lottery w nnings.

1994: M. Ggliardi and Hs Wfe Divorce

During 1994, M. Gagliardi and his wfe divorced. Pursuant
to the property settlenent in the divorce decree, M. (agliard
and his ex-wfe evenly split the original annual lottery paynent.
Accordingly, after the divorce, M. Ggliardi’s gross annual
lottery paynent was $666,500 (gross annual |ottery paynent).

After M. Gagliardi divorced, his two children lived with
his ex-wife in Marin County, California. Pursuant to the divorce
decree, he received visitation rights with his children

M. Gagliardi’s Ganbling From 1996 Through 1998

In or around 1996, M. Gagliardi had a friend who was dying
of cancer. In 1996, M. Gagliardi’s friend asked M. Gagli ardi
to be his conpanion on a trip to one of the casinos owned and
operated by California Indian tribes in San D ego County (the
casi nos).

M. Gagliardi ganbled infrequently before wi nning the
lottery. After the trip with his friend, M. Gagliardi started

pl ayi ng the slot nmachines at the casinos? frequently and becane a

2 Sone of the casinos that M. Gagliardi ganbled at
i ncl uded Sycuan, Viejas, Barona, and Pala. Sycuan is
approximately 8 to 10 mles fromM. Gagliardi’s house, Viejas is
approximately 20 mles fromM. Gagliardi’s house, and Barona is
approximately 15 mles fromM. Gagliardi’s house. He ganbled
nmost frequently at Sycuan because it is the casino closest to his
house.



- b -

“pat hol ogi cal ganbler”. Since becom ng a pathol ogi cal ganbl er,
M. Gagliardi has liquidated nost of his investnents and savings
to ganble. M. Gagliardi ganbled heavily during 1997 and 1998.

Before winning the lottery proceeds, M. Gagliardi sel dom
bought lottery tickets. Since he began ganbling at the casinos,
M. Gagliardi has bought lottery tickets outside of the casinos
every coupl e of days.

M. Gagliardi’s Ganbling During 1999, 2000, and 2001

M. Gagliardi spent nost of his waking hours at the casinos.?
He had no outside interests, and generally if he was not at the
casi nos he was at home. A typical day for M. Gagliardi
general ly consi sted of waking up, showering, going to a 7-Eleven,
getting coffee, going to the casinos, ganbling, returning hone,
sl eepi ng, waking up, and returning to the casino imedi ately
thereafter.* GCccasionally, M. Gagliardi spent up to 48 hours
continuously in the casinos before returning hone.

M. Gagliardi spent an average of 20 days per nonth at the
casinos (at |east 209 days, 260 days, and 257 days during 1999,

2000, and 2001, respectively). The following is a summary of the

8 During January, February, and March of 1999, M.
Gagliardi was admtted into Sober Living by the Sea for his
ganbling disorder. However, M. (Gagliardi sneaked out of the
facility to ganbl e.

4 On the day of trial, M. Gagliardi was ganbling at one of
the casinos until 5 a.m (trial started at approximtely 9:30
a.m) and in his testinony inplied that he would return to the
casinos to ganble after the trial was over
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total nunbers of docunented days M. Gagliardi was at the

casi nos:®
Mont h 1999 2000 2001
January 13 26 24
February 4 18 21
Mar ch 8 22 24
Apri l 19 20 27
May 16 24 19
June 12 25 21
July 22 22 15
August 18 23 19
Sept enber 25 22 23
Cct ober 25 22 24
Novenber 26 11 20
Decenber _21 _25 _20
Tot al 209 260 257

In addition to the docunented days, which are supported by a
summary cal endar of M. Gagliardi’s Forms W2G Certain Ganbling
W nni ngs, “jackpot” w nnings, w nnings of $1,200 or nore, and
cash withdrawal s at various casinos (the ganbling cal endars),®
M. Gagliardi ganbled at the casinos on days not reflected on the
ganbling calendars (i.e., in addition to the 209, 260, and 257

docunent ed days for 1999, 2000, and 2001, respectively). Such

5 During January, February, and March of 1999, M.
Gagliardi was admtted into Sober Living by the Sea for his
ganbling disorder. This accounts for the | ower nunber of days
ganbl ed during this period.

6 Petitioner attached ganbling cal endars as an appendix to
his opening brief. Attachnments to a brief are not evidence. See
Rul es 143(b), 151(e). The parties, however, stipulated the
ganbl i ng cal endars, and the Court received theminto evidence at
trial. Accordingly, we rely on the ganbling cal endars admtted
into evidence at trial and not the docunents attached to
petitioner’s brief.
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“undocunent ed days” generally were days in which (1) M.
Gagliardi had funds left over fromthe prior day to fund his
current day’'s ganbling, and/or (2) M. Gagliardi did not hit a
j ackpot (no Form W2G was issued to himby the casino).

On those days when he was at the casinos, M. Gagliardi
spent 8 to 48 hours continuously in the casinos, averagi ng
approximately 10 hours per day. Wile at the casinos, M.
Gagl i ardi excl usively wagered’ on slot machines, including a gane
called “Wldfire”. After M. Gagliardi put cash into a slot
machi ne, he never cashed out; he would always “play it off”.
Wil e playing a slot machine, M. Gagliardi would place at a
m ni mum four or five bets per mnute. H's average wager at a
slot machine at a mnimmwas $9. A significant nunber of M.
Gagliardi’s wagers were $16 per slot nmachine spin, and sone
wagers cost $100 or $200 per slot machine spin.

The noney that M. Gagliardi used to ganble at the casinos
cane from (1) cash fromhis prior trips to the casinos,® (2) an
automatic teller machine (ATM at a 7-Eleven on his way to the
casinos, (3) an ATMinside the casinos, (4) checks witten at the

casinos, (5) credit cards, and/or (6) any w nnings from sl ot

" For conveni ence, we use the terns “wagered”, “bet”,
“wager”, “betting”, “wagering”, etc. interchangeably.

8 The only time M. Gagliardi left a casino with any nobney
was when he won a jackpot.
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machi ne play that day.® On the rare occasions when he left the
casino with any noney, M. Gagliardi would bring the noney back
to the casino the follow ng day, and he would then ganble with
and eventually lose (either the next day or shortly thereafter),
that noney. On nunerous days, M. Gagliardi would nmake nultiple,
sporadi c cash withdrawal s, rather than |large cash w thdrawal s, at
the casinos to fund his slot machine play. He took the noney out
in smaller suns, rather than | arge suns, because he did not plan
on losing as nuch noney as he eventually w t hdrew.

The followng is a sunmary of the total nunbers of

docunented cash withdrawals M. Gagliardi nmade at the casi nos:

Mont h 1999 2000 2001
January 33 47 30
February 6 62 55
Mar ch 12 77 47
Apri | 46 61 57
May 46 65 34
June 31 57 46
July 64 35 27
August 54 48 47
Sept enber 67 49 57
Cct ober 64 45 49
Novenber 68 13 36
December _67 _64 _28

Tot al 558 623 513

In addition to these documented withdrawal s at the casi nos, which
are supported by the ganbling calendars, M. Gagliardi w thdrew

addi tional cash outside of the casinos’ prem ses and used it to

M. Gagliardi opined that he “coul d wal | paper ny
bat hroons with just the ATMreceipts for mllions of dollars.”
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ganble at the casinos. M. Gagliardi used the docunented cash
w thdrawal s at the casinos for slot nachine play and | ost the
cash ganbling at the casinos except for the anmobunts spent on a
few neal s he purchased there.

M. Gagliardi won jackpots ($1,200 or nore) that were
reported on the Forns W2G 1 Wien M. Gagliardi won a jackpot,
the sl ot machi ne he was playing would “lock up” (the slot machine
coul d not be wagered on) while a casino cashier would cone to the
machi ne, get a ticket out of the machine, get a Form W2G get
M. Gagliardi’s signature, and give M. Gagliardi the jackpot in
cash. The tinme fromwhen the sl ot machine | ocked up until M.
Gagliardi could wager on that machi ne again could be anywhere
from5 mnutes to an hour. Wen a slot machi ne | ocked up because
he won a jackpot, M. Gagliardi often would go to an ATMto
w t hdraw cash so that he could ganble on a different slot machi ne
until the casino cashier delivered the jackpot noney. The
casinos paid M. Ggliardi any jackpot w nnings of $1,200 or nore
in cash. Oten, M. Ggliardi |ost $1,200 or nore on a different
sl ot machine by the tinme the Form W2G was prepared and he
received the jackpot nmoney. M. Gagliardi did not enjoy w nning

j ackpot s because the nmachine | ocked up and he had to spend tine

10 M. Ggliardi also won anpbunts of |ess than $1, 200, the
anount that triggers the requirenent for the casino to issue a
Form W 2G
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waiting for noney to ganble (either fromthe casino or by having
to go get noney froman ATM.

M. Gagliardi did not get enotionally excited when he won at
the slot machines. M. Gagliardi did not get excited when he won
j ackpots of $1,200 or greater because the slot machi ne would
freeze or lock up until he was issued his slot machi ne w nni ngs
and a Form W2G by the casino. Furthernmore, M. Gagliardi knew
that eventually he would | ose any w nni ngs pl ayi ng the sl ot
machi nes.

M. Gagliardi lived with his girlfriend, Susan Serum (M.
Serum. M. Serumwent with M. Gagliardi to the casinos and
wat ched hi m ganbl e away his noney. Wile watching M. Gagli ardi
ganble, Ms. Serum saw that he did not get excited and did not
enjoy playing the slot machines. Initially, M. Serumand M.
Gagliardi would drive to the casinos together. At sone point,

Ms. Serum began to take her own car because the ride home from
the casinos was “no fun”. Wen she rode with M. Gagliardi, she
stayed at the casinos with himuntil he left. Oten, M. Serum
woul d just follow M. Gagliardi around and watch himganble. In
or around 2003, Ms. Serum ended her relationship with M.
Gagliardi as he was never honme because of his pathol ogi cal
ganbling disorder. After she noved out of M. Gagliardi’s hone,

he did not notice that she was gone until 2 or 3 days |ater.
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M. Gagliardi did not take any vacations during the years in
issue.? M. Gagliardi did not have time for or live a |lavish
lifestyle as his life was playing slot machines at the casinos.
M. Gagliardi had his hone forecl osed upon on at |east two
occasi ons because he was too preoccupi ed ganbling to make the
necessary nortgage paynents to the bank.

M. Gagliardi’s children would fly down from Marin County
“every couple weeks” to stay with M. Gagliardi. M. Ggliardi
continued to ganble, even for long periods, while his children
came to visit him

Ganbling Log and M. Ggliardi’'s Ganbli ng Records

M. Gagliardi did not maintain a contenporaneous “ganbling
diary” or a “ganbling log” that reflected his w nnings and | osses
fromganbling on the slot nmachines at the casinos. M.

Hunner did not advise M. Gagliardi to maintain a contenporaneous

ganbling log or diary.

11 At one point during the years in issue, however, M.
Gagliardi and Ms. Serum were going to go to Las Vegas, Nevada.
While driving to Las Vegas, M. Gagliardi told Ms. Serumthat he
had to go to the bathroom and they could stop at one of the
casinos so he could use the bathroom M. Serum objected, but
t hey stopped at one of the casinos approximately 90 mles from
San Diego. M. Gagliardi quickly |ost $10,000. After losing the
$10, 000, and wi thout using the bathroom M. Gagliardi got back
in the car and he and Ms. Serum drove hone.

On one Valentine's Day, M. Gagliardi told Ms. Serumthat he
rented a roomat a five-star hotel for the weekend with the
Val entine’s Day package. M. Serum picked up M. Gagliardi, and
the next thing she knew he was driving towards San Diego to go to
one of the casinos to ganble.
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M. Gagliardi knew that all of the Forns W2G issued by the
casinos would be reported to the Internal Revenue Service (IRS)
Cccasionally the casinos nade errors on the Fornms W2G issued to
M. Gagliardi. When he noticed the errors, he would call the
casi nos and they would correct these errors.

M. Gagliardi retained all his receipts and records rel ated
to his ganbling w nnings and | osses, including but not limted
to: ATMreceipts, copies of checks cashed at the casinos, bank
and credit card statenents reflecting withdrawals made at the
casi nos, and Forns W2G he received fromthe casinos. M.
Gagliardi provided his tax return preparer (M. Hunner) with al
his receipts and records related to his ganbling w nnings and
| osses for use in preparing M. Gagliardi’s income tax returns
for the years in issue. This was the sane net hod enpl oyed by M.
Gagliardi and M. Hunner when M. Gagliardi owned Anmerican
Redbal I (his trucking business), and M. Gagliardi provided the
simlar records and receipts to M. Hunner. M. Gagliardi
believed that the records he provided to M. Hunner substanti ated
his expenses (i.e., ganbling |osses), just as with Anerican
Redbal I .

M. Gagliardi’s Tax Returns and Respondent’s Determ nations for
1999, 2000, and 2001

Federal incone tax of $186, 621, $186, 623, $183,431 (totaling
$556, 675) was withheld fromthe gross annual lottery paynments

made to M. Gagliardi during 1999, 2000, and 2001, respectively.
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Additionally, child support of approximtely $6,500 per nonth was
deducted fromthe gross annual |ottery paynents nmade to M.
Gagliardi during the years in issue.

M. Hunner prepared M. Gagliardi’s Federal incone tax
returns for 1997, 1998, and the years in issue. M. Hunner used
the same nethod to prepare M. Gagliardi’s returns for 1997 and
1998 as he did for the years in issue. M. Hunner never stated
to M. Gagliardi that the records M. Gagliardi gave to himwere
i nadequate to prepare his tax returns.

After receiving volum nous docunentation and records from
M. Gagliardi regarding his ganbling during the years in issue,
M. Hunner was confortable preparing M. Gagliardi’s returns for
the years in issue, especially with regard to the ganbling | oss
deductions clainmed on the returns, given the nature and extent of
M. Gagliardi’s ganbling. M. Hunner believed that M.
Gagliardi’s ganbling | osses were greater than the amounts of
ganbling | oss deductions clained on M. Gagliardi’s returns. M.

Gagliardi reported the follow ng anounts on his returns:

Year Casi no W nni ngs State Lottery Wnnings Casino Losses
1999 $127, 073 $666, 500 ($502, 433)
2000 270, 052 666, 500 (802, 921)
2001 631, 629 666, 500 (1,170, 140)

In cal culating the anbunts of ganbling | oss deductions to
claimon M. Gagliardi’s returns, M. Hunner added all of M.

Gagliardi’s checks, charges, and w thdrawal s nade at the casinos
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to the sum of the ampbunts shown as inconme on the Forns W2G t hat
M. Gagliardi received fromthe casinos. Additionally, for 1999,
M. Hunner added $1,610 for | osses fromlottery scratchers. M.
Hunner, to be conservative, did not include cash withdrawals M.
Gagl i ardi nmade outside the casinos (thousands of dollars)--e.g.,
at 7-Eleven--in calculating the amounts of M. Gagliardi’s
ganbling | osses. M. Hunner cal cul ated and reported the anpunts
of M. Gagliardi’s ganbling | osses on M. Gagliardi’s returns for
the years in issue on the basis of the fact that M. Gagli ardi

| eft the casinos wwth no noney or if he left with noney, he
returned the followng day to the casino and lost it all. All
gifts that M. Gagliardi nade during the years in issue were
accounted for in determning the reasonabl eness of the anmounts of
ganbling | osses clained for the years in issue.

In 1999, M. Gagliardi received a Federal incone tax refund
of $153,669 for 1998. In 2000, M. Gagliardi received a Federal
income tax refund of $104,655 for 1999. Petitioner |lost his 1998
and 1999 refunds ganbling at the casinos.

M. Gagliardi tinely filed his Federal individual inconme tax
return for 1999. In May 2003, M. Gagliardi submtted his 2000
and 2001 Forns 1040, U.S. Individual Incone Tax Return (2000 and
2001 returns). M. Gagliardi did not tinmely file his 2000 and
2001 returns because: (1) He was entitled to a refund for each

year; (2) he thought if he did not file returns, then the refunds
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woul d serve as a “forced savings account”; and (3) he did not
want the refunds for the years 2000 and 2001 because he thought
he woul d spend the tax refunds on ganbling at the casinos. M.
Gagliardi “wanted to save that noney for later when | run out of
noney.”

Respondent determned that M. Gagliardi failed to report
$24, 340, $270,052, and $4,521 of ganbling incone for 1999, 2000,
and 2001, respectively. The parties agree that respondent’s
af orenentioned determ nations for 1999 and 2000 should be reduced
by $21,732 to $2,608 for 1999 and by $53,785 to $216, 267 for
2000. Petitioner did not contest, at trial or on brief,
respondent’s determ nation that he failed to report $4,521 of
ganbling incone for 2001. W conclude that petitioner has

conceded or abandoned this item See Petzoldt v. Conm ssioner,

92 T.C. 661, 683 (1989); Mney v. Conmi ssioner, 89 T.C. 46, 48

(1987).

Respondent concedes that M. Gagliardi is entitled to
ganbling | oss deductions (i.e., that his casino | osses exceeded
hi s casino wi nnings) of $2,181, $24,473, and $59, 151 for 1999,
2000, and 2001, respectively.

ULTI MATE FI NDI NGS OF FACT

M. Gagliardi ganbled on slot nachines and |ost at the

casinos (1) all of the noney listed as wthdrawals on the

ganbl i ng cal endar s- - $366, 455, $509, 719, and $499, 729 for 1999,
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2000, and 2001, respectively,!? (2) all of the jackpots that he
won (as shown on Fornms W2G ganbling, and (3) all gross ganbling
W nni ngs won at the casinos not reported on the Forms W2G M.
Gagliardi’s ganbling | osses for each of the years in issue
exceeded the anpbunts of ganbling | osses respondent disallowed for
1999, 2000, and 2001.

OPI NI ON

Defi ci enci es

A. Applicable Law

Section 165(a) provides the general rule that there shall be
al l oned as a deduction any | oss sustained during the taxable year
and not conpensated by insurance or otherw se. Section 165(d)
limts the | oss deduction of section 165(a), providing: “Losses
from wagering transactions shall be allowed only to the extent of
the gains fromsuch transactions.”

This is a substantiation case: the issue is whether
petitioner has substantiated the anounts of his ganbling | osses
to the extent disallowed by respondent. W note that the anount
of ganbling | osses petitioner clained and respondent disall owed
does not exceed the anmount of ganbling inconme reported by
petitioner, conceded by petitioner, or determ ned by respondent

for 1999, 2000, or 2001, respectively. Conm ssioner V.

12 The cash withdrawal s reflected in the ganbling cal endars
do not include the service charge per withdrawal incurred by M.
Gagliardi.
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G oetzinger, 480 U. S. 23, 32 n.11 (1987) (characterizing a State

lottery as “public ganbling” in a case treating ganbling earnings

as ordinary incone); United States v. Maginnis, 356 F.3d 1179,

1183 & n.6 (9th Gr. 2004) (taxpayer’s lottery w nnings enter
into the section 165(d) cal cul ation as wagering gains that
taxpayer’s ganbling | osses at the casinos can be applied to in
addition to taxpayer’s ganbling w nnings at the casinos).

Qur resolution of this dispute turns mainly on a
determ nation of the credibility of the evidence presented. The
determ nation of the truth of a matter on the basis of the oral
and docunentary evidence “epitom zes the ultimate task of a trier
of the facts--the distillation of truth fromfal sehood which is

the daily grist of judicial life.” See D az v. Conm ssioner, 58

T.C. 560, 564 (1972). W “nust be careful to avoid nmaking the
courtrooma haven for the skillful liar or a quagmre in which
the honest litigant is swallowed up. Truth itself is never in
doubt, but it often has an elusive quality which nakes the search

for it fraught with difficulty.” 1d.; Hawkins v. Conm SsSioner,

T.C. Meno. 1993-517, affd. w thout published opinion 66 F.3d 325
(6th Cr. 1995).

We determne the credibility of each wi tness, weigh each
pi ece of evidence, draw appropriate inferences, and choose

between conflicting inferences. See Neonatol ogy Associates, P. A

v. Comm ssioner, 115 T.C. 43, 84 (2000), affd. 299 F.3d 221 (3d
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Cir. 2002); see also Gallick v. Baltinore & OR Co., 372 U S

108, 114-115 (1963); Boehmv. Conm ssioner, 326 U.S. 287, 293

(1945); WImngton Trust Co. v. Helvering, 316 U S. 164, 167-168

(1942). We decide whether evidence is credible on the basis of
obj ective facts, the reasonabl eness of the testinony, and the

deneanor of the witness. Quock Ting v. United States, 140 U.S.

417, 420-421 (1891): Wbod v. Conmissioner, 338 F.2d 602, 605 (9th

Cr. 1964), affg. 41 T.C 593 (1964); Pinder v. United States,

330 F.2d 119, 124-125 (5th G r. 1964); Concord Consuners Hous.

Coop. v. Conm ssioner, 89 T.C. 105, 124 n.21 (1987). W have

eval uated each witness’'s testinony by observing his or her
candor, sincerity, and deneanor and by assigning weight to the

elicited testinony. See Neonatol ogy Associates, P. A v.

Conmi ssi oner, supra at 84.

| f the taxpayer substantiates the deductions clainmed, this
satisfies the taxpayer’s burden of proof under Rule 142.
Accordi ngly, section 7491(a), regarding the shifting of the
burden of proof with respect to the deficiencies in tax, is of
little inportance because if the taxpayer fails to substantiate
an item the burden of proof does not shift to the Comm ssioner.
Sec. 7491(a)(2)(A).

B. The Docunentary Evi dence

Petitioner submtted docunents entitled “1999 Sunmary of

Gam ng Activities”, “2000 Summary of Gam ng Activities”, and



- 20 -
“2001 Summary of Gam ng Activities” which included: (1)
Supporting exhibits evidencing M. Gagliardi’s Form W2G j ackpot
W nni ngs, (2) supporting exhibits evidencing cash w thdrawal s
made by M. Gagliardi at various casinos, and (3) the ganbling
cal endars.®® The sunmaries of gaming activities list living
expenses of $331, 341, $251, 943, $210,334 for 1999, 2000, and
2001, respectively. The summaries of gaming activities were
prepared using original, contenporaneous records from 1999, 2000,
and 2001.

Petitioner submtted as evidence his bank statenents,
i ncl udi ng various cancel ed checks, covering 1999, 2000, and 2001.
Cash withdrawal s he made during the years at issue at the various
casi nos were marked on the bank statenments. Al so included were
checks he cashed at the various casinos.

Petitioner submtted as evidence his credit card statenents
for 1999, 2000, and 2001. Cash withdrawal s he nmade during the
years at issue at the various casinos via his credit cards were

mar ked on the credit card statenents.

13 M. Hunner testified that the casinos are not
cooperative in providing records about players’ ganbling, that
t he casino personnel stated that they do not keep nuch
docunentation regarding a player’s ganbling, and that the casinos
do not retain the videos they shoot.

14 Additionally, during the years in issue, approxinmately
$145,000 fromM. Ggliardi’s lottery proceeds, his Federal tax
refunds, and the proceeds fromthe sale of his investnents were
available to M. Gagliardi to ganble with or use for living
expenses. See cashflow analysis, infra p. 21.
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living expenses and net worth

and his brother assisted M.

1999 t hrough 2001,

and (3) net worth anal yses of M. Gagliardi for

statenents to ensure they were conpl ete and accurate.

M. Gagliardi

and his brother assisted M.

Hunner

Hunner

in
(1) The ganbling cal endars show ng nost of M.
(2)
1999 t hrough
1999

M. Gagliardi

in

preparing a cashfl ow anal ysis with supporting docunents for each

line item

Gagliardi, for

including a related sunmary of

respective tax years (cashflow anal ysis).

showed t he foll ow ng:

California lottery
Less: Federal incone tax

Sal e of Anmerica funds
I nterest and di vi dends

Prior year Federal incone

tax refund
Form W 2G cash (casi nos)
Net cash avail abl e
Li vi ng expenses
Ganbl i ng | osses cl ai ned

Cash remai ni ng

living expenses for M.
1999, 2000, and 2001 using records fromthe

The cashfl ow anal ysi s

1999 2000 2001 Total
$666, 500 $666, 500 $666, 500 $1, 999, 500
(186, 621) (186, 623) (183, 431) (556, 675)

479, 879 479, 877 483, 069 1,442,825
160, 014 330, 000 191, 198 681, 212
1,420 688 639 2,747
153, 669 104, 655 none 258, 324

recei ved

127,073 270, 052 631, 629 1,028, 754
922, 055 1, 185, 272 1, 306, 535 3,413, 862
(331,341) (251, 943) (210, 334) (793, 618)
(502, 433) (802,921) (1,170,140) (2,475,494)
88, 281 130, 408 (73, 939) 144, 750
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M. Hunner prepared net worth statenents with supporting
docunents for each line itemfor M. Gagliardi as of Decenber 31
1998 through 2001 (net worth statenents). The net worth
statenents were prepared using records from 1998, 1999, 2000, and
2001. The net worth statenents reflect that M. Gagliardi did
not have any unaccounted-for increase in his net worth from
ganbling activities for the years at issue.

Respondent clains that the summaries of |iving expenses do
not include expenses M. Gagliardi incurred. Respondent objected
to the docunents listing petitioner’s |living expenses, stating:

This is a docunent that respondent woul d have no way of

corroborating whether it’s true or not. W sinply have

torely on the testinony of M. Gagliardi. Again, this

is not the way the governnent can do business is [sic]

sinply relying on people’s words. * * * [T]here's just

absolutely no way | could know whet her that was a

conplete list or an inconplete list, whether that was

true or not true. | certainly wasn't with M.
Gagliardi during that tine period. [

5 Ironically, the sane could be said for a ganbling | og.

Addi tionally, respondent’s counsel clained that the
Gover nment cannot shoul der the burden of doing a net worth
analysis in a case such as this. The Conm ssioner is not
required to use indirect nethods of proof to establish the anmount
of a ganbler’s |osses. The evidence the Conm ssioner w shes to
present and the expense and effort the Conm ssioner w shes to
spend on any given case lie with the Comm ssioner. W note,
however, that the Conm ssioner routinely uses the net worth
met hod to reconstruct income in unreported i nconme cases. See
Holland v. United States, 348 U. S. 121 (1954).

Furt hernore, respondent’s counsel did not understand the
di fference between ganes of skill and games of chance and could
not answer whether Rev. Proc. 77-29, 1977-2 C. B. 538 (the revenue
(continued. . .)
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W find petitioner’s summaries of living expenses to be
credi ble. Respondent did not establish the anounts of any such
expenses that were not included in the summaries of |iving
expenses, and respondent failed to present evidence to rebut
petitioner’s summaries of |iving expenses.

C. No “lncreased Deficiency”

At trial and on brief, respondent alleges that M. Gagli ardi
did not report all of his ganbling wnnings fromthe years in

issue (i.e., that he reported only the ganbling w nnings

(...continued)

procedure), contains guidance ained at ganmes of chance, such as
sl ot machines. But see Rev. Proc. 77-29, sec. 3.02, 1977-2 C. B
at 539. At trial respondent’s counsel had great difficulty
expl ai ni ng exactly what a “ganbling |og” is and what petitioner
shoul d have recorded in a ganbling |og. Respondent’s counsel
stated that it was not realistic for soneone to keep track of
every bet and that the revenue procedure does not require

t axpayers to keep track of every bet (i.e., the revenue procedure
does not require a taxpayer to list how much he/she bet for each
sl ot machine “pull”). Respondent’s counsel contended that to
keep a log for slot machine play, per the revenue procedure, a

t axpayer nust know how much was wagered and how nuch was | ost and
record it contenporaneously. But see id.

We al so note that the revenue procedure provides that
“Verifiable docunentation for ganbling transactions includes but
is not limted to” Fornms W2G wagering tickets, cancel ed checks,
credit records, and bank w thdrawal s--all of which are present
here. [d. sec. 3, 1977-2 C.B. at 538. Additionally, the revenue
procedure provides a nethod, keeping a ganbling log, that the IRS
w || consider as acceptabl e evidence for substantiation of
wagering winnings and losses. 1d. It does not contain the
excl usive nethod for substantiating ganbling |osses. 1d. sec. 1
1977-2 C.B. at 538 (“The purpose of this revenue procedure is to
provi de guidelines to taxpayers concerning the treatnent of
wagering gains and | osses for Federal incone tax purposes and the
related responsibility for maintaining adequate records in
support of w nnings and | osses.”).
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reflected on Forns W2G . Respondent did not determne in the
notice of deficiency, assert in the answer, or pursuant to Rule
41 nove to anmend the pleadings to assert that M. Gagliardi had
any unreported ganbling wnnings for the years in issue.
CGenerally, we will not consider issues that are raised for the

first tinme at trial or on brief. See Foil v. Commi ssioner, 92

T.C. 376, 418 (1989), affd. 920 F.2d 1196 (5th G r. 1990);
Mar kwar dt v. Conm ssioner, 64 T.C. 989, 997 (1975).

Accordi ngly, respondent’s proposed findings of fact regarding
whet her M. Gagliardi underreported his ganbling wnnings in
anounts greater than those determned in the notice of deficiency
for the years in issue are specious.

D. The Expert Wtnesses

Respondent al so attenpted to discredit the two expert
W tnesses that testified at trial.

1. Dr. Suzanne Pi ke

Dr. Suzanne Pi ke, a clinical psychologist with over 25
years’ experience who specializes and has extensive experience in
treating patients wth ganbling disorders (over 500 such

patients), testified as an expert w tness on behal f of

1 To the extent that respondent’s briefs mght be
construed as respondent’s arguing for an increased deficiency, we
wi || not consider such argunents even if they are raised in
respondent’s briefs. See Foil v. Conm ssioner, 92 T.C 376, 418
(1989), affd. 920 F.2d 1196 (5th Cr. 1990); Markwardt v.
Conm ssi oner, 64 T.C. 989, 997 (1975).
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petitioner. Dr. Pike has been qualified to testify in both
Federal and |ocal courts as an expert w tness on pathol ogi cal
ganbling. Dr. Pike is a nenber of the National Council on
Probl em Ganbl i ng, the California Council on Problem Ganbling, and
t he Anerican Psychol ogi cal Associ ation.

Pursuant to a clinical interview and nental assessnent of
M. Ggliardi, including the use of two wi dely accepted
assessnent procedures (a.k.a. ganbling screens) in the nedical
field--the South QGaks Ganbling Screen and the Di agnostic
Statistical Manual of Mental Disorders, Fourth Edition (DSM V)1
Pat hol ogi cal Ganbler Criteria--Dr. Pike concluded that M.
Gagliardi suffered froma pathol ogi cal ganbling disorder during
the tax years at issue. A pathol ogical ganbling disorder is a
type of inmpulse control disorder and nental illness, not an
“addiction”. This disorder is accepted by the scientific
community and is in a category with kleptomania (the inpulse to
steal stemm ng from enotional disturbance rather than economc
need) and trichotillomania (pulling hair). Dr. Pike concluded
that M. Gagliardi suffered “fromthe al nost del usional belief
that if he ganbl ed | ong enough, he’d win everything back or break

even.”

7 The DSM 1V, published by the Anerican Psychiatric
Association, is the “diagnostic bible” used for diagnosing any
and every nental illness.
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Respondent attenpted to discredit Dr. Pike by claimng her
definition of “ganbler’s fallacy” was incorrect. Respondent
relies on a definition of “ganbler’s fallacy” he obtained from
W ki pedi a. Respondent did not call any w tness, or expert
W tness, to counter Dr. Pike s conclusions. Respondent’s
reliance on a definition of “ganbler’s fallacy” found in
W ki pedi a’® is not persuasive. Dr. Pike and M. Nicely, a second
expert w tness whose testinony and opi nions are discussed in

greater detail infra, credibly explained that there is a

difference in the definition of “ganbler’s fallacy” dependi ng on
the field of study--e.g., psychol ogy versus mathematics. W find
Dr. Pike to be credible and rely on her expert opinion.?*°

Dr. Pike corroborated M. Gagliardi’s and Ms. Serums
testinony that if M. Gagliardi wal ked out of the casinos with
noney, he would return the next day or shortly thereafter and
lose it. Dr. Pike stated that a pathol ogical ganbler, such as

M. Gagliardi, who wal ks away froma casino with noney will, with

8 At hough we conclude that the information respondent
obtai ned from W ki pedia was not wholly reliable and not
persuasive in the instant case, we make no findings regarding the
reliability, persuasiveness, or use of Wkipedia in general.

19 We note that Dr. Pike testified that, unlike
recreational and problem ganbl ers, pathol ogi cal ganblers take the
“ganbler’s fallacy” to a delusional |evel--they believe if they
ganbl e | ong enough, they will win back all their | osses and even
nmore. Dr. Pike also opined that, unless treated for his ill ness,
M. Gagliardi will ganble until he dies or loses all his noney.
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an extrenely high probability, go back to a casino the next day
with the noney.

2. Mark Nicely

Mark Nicely (M. N cely), a casino gam ng industry and math
expert with an expertise in math and slot machines, testified as
an expert w tness on behalf of petitioner. M. N cely has a
bachel or’ s degree from Renssel ear Pol ytechnic Institute (which he
attended on a full academ c schol arship) fromthe Honors Program
of the Electrical, Conputer, and Systens Engi neering Departnent.
He has taken postgraduate classes at Stanford University and the
University of California at Berkeley in software, software
technol ogy, and math (including statistics, probability, and
financial analysis). Before working in casino gamng, M. Nicely
had over 10 years’ experience as a conputer software engi neer and
in math and al gorithm devel opnent.

At the tinme of trial, M. N cely had worked in the gam ng
industry for 9 years. He received direct training fromthe
director of slot operations at the Mrage in Las Vegas, Nevada.
M. N cely was vice president of marketing and pronotion, and | ed
the math departnent, at Silicon Gam ng--a slot machi ne
manufacturer. M. Nicely was responsible for the devel opnent of
ganmes and gam ng math, testing equi pnent, working with
regul ators, and training enployees on how to design ganes for

casinos. After that, he was president and CEO of Wager Wbrks and
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| ater was executive vice president of marketing for Wnn
Properties. For a tine, M. N cely offered consulting services
to gamng industry clients in six States and three foreign
countries. At the tinme of trial, he was the director of gam ng
and design at International Gane Technol ogy (IGI)--the |argest
sl ot machi ne manufacturer in the world.

M. Nicely knows and understands the gam ng rul es of
different jurisdictions. He has extensive dealings with
regul ators, slot floor operators, directors of slot operations,
and vice presidents of operations in order to understand from
themdirectly how the slot machines are working. M. Nicely
works with various jurisdictional bodies including the G eat
Britain Gam ng Board, Al derney Gam ng and Isle of Man, and
officials from Montana and ot her States.

M. Nicely has worked on “class 3 slot nachines”,? “class 2
ganes”,?! online gam ng, and table ganes. He has access to casino
operations data and perforns anal yses to determ ne whet her

vari ous machi nes have been overpayi ng or underpayi ng ganbl ers.

20 “Class 3" slot nmachines are Nevada-styl e ganmes where
every outcone is conpletely independent.

2L *“Cd ass 2" machines have a pull tab--like a “scratcher”--
or are bingo-like ganes. The outcones on a class 2 nachine are
all predetermned for pull tabs. Cass 2 machi nes are anal ogous
to a standard deck of 52 cards--if the four aces are renoved from
the deck, there is no chance of getting an ace on the next card.
This continues until “the deal conpletes” (the cul mnation of al
outcones in a given set), and then it starts over again (like a
fresh deck of 52 cards).
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M. Nicely used the sane anal yses and techniques in this case.
These anal yses and techni ques are used by all major slot machine
manuf acturers.

M. Nicely has no published articles because in his industry
anyt hing worthy of publication is a trade secret. There is a
code of silence with respect to sharing information--publishing
woul d amount to giving secrets away to the conpetition. For
exanple, M. N cely has solved a very difficult math probl em
associated with a process called “ganbler’s ruin”. Hi's
associ ates do not have this analytical technique at their
di sposal, so they have to use sinmulators. M. N cely's
anal ytical solution is very powerful, and he woul d never publish
it because it would be “spilling the beans” to his conpetitors.

M. Ncely is required to ganble on slot machi nes for market
research. It is very inportant for himto ganble for “real”
noney so that he can feel the ganbler’s enotions. Accordingly,
he ganbles with his own noney and is not reinbursed for his
| osses, which is industry policy, so that he feels what the
machine is like. In every year that he has ganbl ed on sl ot
machi nes as part of his job, he has |ost noney (net).

M. N cely credibly explained the sinple five-step purely
mechani cal fornmula he used to calculate the |ikelihood and extent
of M. Gagliardi’s ganbling | osses at slot nachines during the

years in issue. M. Nicely had no discretion when cal cul ating
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the results using the aforenentioned formula. W find the

met hodol ogy and assunptions nade by M. Nicely to calculate the
i kel i hood and extent of M. Gagliardi’s ganbling | osses at sl ot
machi nes during the years in issue to be reasonabl e.

M. Nicely opined on the basis of the extent of M.
Gagliardi’s ganbling activity that (1) M. Gagliardi’s breaking
even from sl ot machi ne play was astronom cally unlikely
(substantially greater than 1 in 1 trillion);? and (2) the
estimated net |osses fromslot machine play for the tax years
1999, 2000, and 2001 were nost |ikely approximtely $637, 000,
$678, 000, and $507, 000, respectively, with an error range of plus
or mnus $65, 000, $72,000, and $83, 000, respectively.

M. Ncely s estimate of M. Gagliardi’s total net |osses
fromslot nmachine play for the years at issue, $1,822,000 (with
an error range of a maxi mum net |oss of $2,042,00 and a m ni num
net |oss of $1,602,000), is consistent and greater than M.
Gagliardi’s total clained net ganbling | osses from sl ot machi ne

play for the tax years at issue (%$1,446,740).%2 Additionally, the

2 M. Ncely explained that “7.5%” equals 1 in 13
trillion. (Sigm (2) is also designated by “Z” and called a “Z
score” or “Z factor”.) H's calculations reveal ed that the
possibility of M. Gagliardi’s breaking even was “19%” which is
infinitesimal (it is so small that the anount technically is
i ncal cul abl e and assigning a nunber to it is not practical).

2 Petitioner reported casino w nnings of $127,073,
$270, 052, and $631, 629 in 1999, 2000, and 2001, respectively.
See supra p. 14. Petitioner reported casino | osses of $502, 433,
(continued. . .)
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net ganbling | osses fromslot machine play M. Gagliardi clained
for 1999 and 2000 were significantly |ower than the anount
calculated by M. N cely, and the anount clainmed for 2001 was
within the error range calculated by M. N cely.

Respondent attenpted to discredit M. N cely by questioning
the formula M. N cely used and M. Nicely’ s assunptions? by
whi ch he determned, in his expert opinion, that there was only
an infinitesimal probability that M. Gagliardi won noney (i.e.,

net) ganbling on slot nmachines during the years in issue.

(.. .continued)
$802, 921, and $1, 170,140 in 1999, 2000, and 2001, respectively.
See supra p. 14. Accordingly, M. Gagliardi’s net |osses from
ganbling at the casinos on slot nmachines total ed $1, 446, 740
($375, 360, $532,869, and $538,511 for 1999, 2000, and 2001,
respectively). This, however, does not include the $666, 500 of
State lottery winnings petitioner received each year during the
years in issue. Conmm ssioner v. Goetzinger, 480 U S. 23, 32
n.11 (1987) (characterizing a State lottery as “public ganbling”
in a case treating ganbling earnings as ordinary incone); United
States v. Maginnis, 356 F.3d 1179, 1183 & n.6 (9th Cr. 2004)
(taxpayer’'s lottery winnings enter into the sec. 165(d)
cal cul ation as wagering gains that taxpayer’s ganbling | osses at
the casinos can be applied to in addition to taxpayer’s ganbling
W nni ngs at the casinos); see supra p. 14.

24 For exanple, respondent took issue with the fact that
M. N cely assuned that M. Gagliardi played on average 7 hours
per day on days M. Gagliardi ganbled. W found that on days
when he was at the casinos, M. Gagliardi spent at a m ni num an
average of 10 hours per day at the casinos. Accordingly, M.
Ni cel y’s assunptions were conservative and reasonable. Using a
| ower nunber resulted in a greater likelihood that M. Gagliardi
won noney (i.e., net) ganbling on slot machines--i.e., if M.
Ni cely had used 10 hours per day the figure he would have cone up
with woul d have made it even nore inprobable that M. Gagliard
won noney (i.e., net) ganbling on slot machines during the years
in issue.
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Respondent did not call any wi tness, or expert witness, to
counter M. Nicely's conclusions. W find M. Nicely to be
credible and rely on his expert opinion.

M. N cely credibly explained why he used the figures for
return to player (RTP) set forth in his report. M. N cely
stated that the nmachines petitioner played are “class 2
el ectronic pull tab machi nes” which have an RTP of between 55 and
90 percent. The operating manual for such nmachi nes states that
the default setting is 80 percent RTP

We conclude that M. Nicely' s “best case scenario” of 90
percent RTP (the figure normally used in the gam ng industry) for
M. Gagliardi’s expected wins or | osses was reasonable, given his

research, > his expert opinion that the casinos at which M.

2% M. N cely never worked for any of the casinos where M.
Gagliardi ganbled. The casinos are under no obligation to
publish their RTP. M. N cely researched the expected RTP at the
casinos in such publications as the Wall Street Journal (70
percent RTP); the Sacranento Bee (90 percent RTP), which quoted
Bill Eadington (the director of Study for Center of Ganbling and
Commercial Gamng at the University of Nevada Reno); and the
Orange County Register (90 percent RTP). These news articles al
were about RTP at California Indian Nation casinos.

| ndustry contacts of M. N cely thought the casinos’ RTP was
in the low 80 percent range. M. N cely also testified that
Washi ngton State pronotes its Indian Nation gam ng as having the
best RTP in the United States and lists the RTP as between 70
percent and 90 percent.

M. N cely also explained that on sone slot nachines a
pl ayer can win a certain payout only if the player ganbles the
maxi mum anmount - - known as “buy a bet”, “buy a pay”, or “buy a
bonus”. The maxi num expected RTP is obtained only by playing the
maxi mum bet on this type of machi ne.
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Gagliardi played reportedly had | ess than 90 percent RTP on their
sl ot machi nes and the anount of RTP fromthe casinos varied, and
that the maxi mum RTP on the “class 2" slot machines M. Gagliardi
pl ayed was 90 percent. Furthernore, on the basis of M. N cely’'s
report and testinony, we find that it is nore likely that M.
Gagliardi’s expected wins or | osses were accurately reflected by
either the 83 percent or 70 percent RTP figures M. N cely used
rather than the 90 percent RTP cal cul ati on.

Respondent attenpted to discredit M. N cely by claimng
that M. Nicely incorrectly calculated that M. Gagliardi played
sl ot machines at a frequency of six tines per mnute, which was
nmore often than M. Gagliardi actually played. M. Gagliardi
pl ayed the sl ot machines at the casinos at a frequency of at
least four to five tines per mnute during the years in issue.

In his expert report, M. N cely used a figure of 250 bets per
hour for his calculations. This amunts to approximately 4.17
bets per mnute (250 divided by 60). Accordingly, we find that
M. N cely used a conservative, and reasonable, nunber of bets in
his calculations to determ ne that there was only an
infinitesimal chance that M. Gagliardi won noney (i.e., net)
ganbling on slot machines during the years in issue.

Furthernore, M. N cely testified that regardless of his
cal cul ati ons and net hodol ogy for determning M. Gagliardi’s

ganbling losses, if M. Gagliardi spent all of his slot machine
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w nni ngs and cash withdrawal s at the casinos on slot machine

pl ay, the best nethodol ogy to accurately determ ne M.
Gagliardi’s ganbling | osses for the years in issue would be to
determ ne the total anount of noney wagered on slot machine play.
This met hodol ogy is substantially simlar to the method M.
Hunner used to conpute M. Gagliardi’s ganbling | osses.

E. Lay Wtness Testinonial Evidence

M. Hunner credibly testified that on the unique facts in
this case the nethodol ogy for determ ning and reporting ganbling
| osses was accurate.

Ms. Serum corroborated the anmount of time M. Gagliardi
spent ganbling at the casino slot machines during the years in
issue. M. Serumcorroborated that M. Gagliardi did not live a
lavish lifestyle during the years in issue.

F. Concl usi on

At trial, respondent argued: “Wen all of the facts of this
case are presented, only one thing is going to be certain--that
M. Gagliardi wants the Court to believe that his clainmed | osses

* * * were incurred because he says so0.72 (Enphasis added.) W

di sagree. The vol um nous cont enpor aneous and ot her docunentary

evi dence, the corroborating testinonial evidence of an eyew tness

26 M. Ncely stated that because M. Gagliardi ganbl ed at
| ndi an Nation casinos, which are | ess uniformthan casi nos
el sewhere, it is uncertain whether using a Players’ Club card on
a “class 2 machine”, or at an Indian Nation casino, could track
all of a player’s ganbling.
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to petitioner’s ganbling and daily activities during the years in
i ssue and of petitioner’s return preparer, and the testinoni al
evi dence of two experts in addition to petitioner’s testinony
substantiate and establish that petitioner incurred the
di sal | owed ganbl i ng | osses.

We concl ude that petitioner substantiated the anmount of
di sal |l owed ganbl i ng deductions in issue (i.e., in excess of the
anount respondent conceded--see supra pp. 16-17). Accordingly,
we do not sustain respondent’s disall owance of the ganbling | oss
deductions M. Gagliardi clainmed for 1999, 2000, and 2001. See

al so Jackson v. Conm ssioner, T.C Meno. 2007-373 (“At trial,

respondent conceded that petitioner had presented sufficient
docunentation to substantiate $127,165 in ganbling | osses”; “This
docunent ati on consi sted of casino ATMreceipts, cancel ed checks
made payabl e to casi nos, carbon copies of checks nade payable to
casinos, and credit card statenents stating that cash was

advanced at the casinos.”). But see, e.g., Hardw ck v.

Commi ssioner, T.C Menp. 2007-359 (distinguishable fromthe case

at bar because ganbling | osses disall owed because evi dence was

i nadequate to substantiate the clained | osses); Lutz v.

Comm ssioner, T.C Menp. 2002-89 (sane).
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1. Addition to Tax and Penalty

Petitioner conceded underreporting certain anmounts of
ganbling incone for 1999, 2000, 2001. See supra p. 16; see al so

Pet zol dt v. Conm ssioner, 92 T.C. at 683; Mney v. Conni Sssioner,

89 T.C. at 48. Even though we “upheld” the ganbling | oss
deductions M. Gagliardi clained for 1999, 2000, and 2001--i.e.,
di d not sustain respondent’s disallowance of the | oss deductions
and concl uded that petitioner substantiated the anobunts of the

| oss deductions respondent disallowed, on account of this

addi tional unreported i ncome we nust deci de whether petitioner is
liable for additions to tax pursuant to section 6651(a)(1) for
2000 and 2001 and whether petitioner is liable for penalties
pursuant to section 6662(a) for 1999, 2000, and 2001.

A. Burden of Production: Section 7491(c)

Section 7491(c) provides that the Conm ssioner will bear the
burden of production with respect to the liability of any
i ndi vidual for additions to tax and penalties. “The
Comm ssi oner’ s burden of production under section 7491(c) is to
produce evidence that it is appropriate to i npose the rel evant
penalty, addition to tax, or additional anmount”. Swain v.

Commi ssioner, 118 T.C. 358, 363 (2002); see al so Hi gbee v.

Comm ssioner, 116 T.C 438, 446 (2001). The Comm ssi oner,

however, does not have the obligation to introduce evidence
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regardi ng reasonabl e cause or substantial authority. Hi gbee v.

Conmi ssi oner, supra at 446-447.

B. Section 6651(a)(1)

Respondent asserts that petitioner is liable for the
addition to tax pursuant to section 6651(a)(1) for 2000 and 2001.
Section 6651(a)(1l) inposes an addition to tax for failure to file
a return on the date prescribed (determned with regard to any
extension of time for filing), unless such failure is due to
reasonabl e cause and not due to willful neglect. Section
6651(a) (1) inposes a charge, for each nmonth or fraction thereof
that a return is late, equal to 5 percent of the anobunt of tax
t hat shoul d have been shown on the return, subject to a naxi mum
charge of 25 percent. The taxpayer nust show that he/she
exerci sed busi ness care and prudence but neverthel ess was unabl e

to file the return within the specified tine. See United States

v. Boyle, 469 U. S. 241, 245 (1985); sec. 301.6651-1(c)(1),
Proced. & Adm n. Regs. WIIful neglect neans a consci ous,

intentional failure, or reckless indifference. United States v.

Boyl e, supra at 245. Cenerally, factors that constitute

“reasonabl e cause” include unavoi dabl e postal del ays, death or
serious illness of the taxpayer or a nenber of his imedi ate
famly, or reliance on the m staken |egal opinion of a conpetent

tax adviser, lawer, or accountant that it was not necessary to
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file a return. MMbhan v. Conm ssioner, 114 F. 3d 366, 369 (2d

Cr. 1997), affg. T.C. Meno. 1995-547.

Petitioner admtted that he did not tinely file his tax
returns for 2000 and 2001. Accordingly, respondent has net his
burden of production for the section 6651(a)(1l) addition to tax
for 2000. Respondent, however, bears the burden of proof for the
section 6651(a)(1l) addition to tax for 2001 as he raised this
issue for the first time in the answer. See Rule 142(a)(1);

Sanderling, Inc. v. Conm ssioner, 66 T.C 743, 756-760 (1976),

affd. in part and revd. in part on other grounds 571 F.2d 174 (3d

Cr. 1978); Snyder v. Comm ssioner, T.C Meno. 2006-92; Pal eveda

v. Comm ssioner, T.C Meno. 1997-416, affd. w thout published

opinion 178 F. 3d 1303 (11th Gr. 1999). CQur resolution of this
i ssue, however, does not depend on who bears the burden of proof.

See Snyder v. Conmi ssioner, supra; see also Bhattacharyya V.

Conmi ssioner, T.C. Meno. 2007-19 n. 109.

Petitioner admtted that he did not tinely file his returns
for 2000 and 2001. Petitioner tinely filed his returns for the
i mredi ately previous years (1998 and 1999). Petitioner knew his
returns for 2000 and 2001 were due on April 15 of the follow ng
years. Petitioner did not exercise business care and prudence in
not timely filing his returns for 2000 and 2001. See United

States v. Boyle, supra at 245. Accordingly, petitioner is liable

for the section 6651(a)(1l) addition to tax for 2000 and 2001.



C. Section 6662

Respondent argues that petitioner is liable for the section
6662 penalty for 1999, 2000, and 2001. Pursuant to section
6662(a), a taxpayer may be liable for a penalty of 20 percent on
the portion of an underpaynent of tax due to negligence or
disregard of rules or regulations or a substantial understatenent
of incone tax. Sec. 6662(b). An “understatenent” is the
di fference between the anmount of tax required to be shown on the
return and the anount of tax actually shown on the return. Sec.
6662(d)(2)(A). A “substantial understatenent” exists if the
under st at ement exceeds the greater of (1) 10 percent of the tax
required to be shown on the return for a taxable year or (2)
$5,000. See sec. 6662(d)(1)(A).

The accuracy-related penalty is not inposed with respect to
any portion of the underpaynent as to which the taxpayer acted
wi th reasonabl e cause and in good faith. Sec. 6664(c)(1). The
decision as to whether the taxpayer acted with reasonabl e cause
and in good faith depends upon all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. Rel evant
factors include the taxpayer’s efforts to assess his proper tax
l[tability, including the taxpayer’'s reasonable and good faith

reliance on the advice of a professional. See id.
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Regar dl ess of whether respondent satisfied his burden of
production,? the record establishes that petitioner reasonably
and in good faith relied on his return preparer. Petitioner
fully disclosed the facts and provi ded docunents supporting his
ganbling incone (and | osses) to his return preparer.
Consequently, we conclude that petitioner had reasonabl e cause
and acted in good faith as to any underpaynent for 1999, 2000,
and 2001. Accordingly, we hold that petitioner is not |iable for
the penalty pursuant to section 6662(a).

[11. Concl usion

In reaching all of our holdings herein, we have consi dered
all argunents nmade by the parties, and to the extent not
menti oned above, we find themto be irrelevant or without nerit.
On account of the parties’ concessions at trial and on brief,

Rul e 155 conputations will be necessary.

2T Pursuant to the parties’ concessions, our findings, and
our conclusions, it is unclear at this tinme whether there is a
substantial understatenent.

We note that respondent bears the burden of proof for the
i ncreased anmount of the sec. 6662 penalty for 2000 that he raised
for the first time in the answer. See Rule 142(a)(1);
Sanderling, Inc. v. Conm ssioner, 66 T.C 743, 756-760 (1976),
affd. in part and revd. in part on other grounds 571 F.2d 174 (3d
Cr. 1978); Snyder v. Comm ssioner, T.C Meno. 2006-92; Pal eveda
v. Comm ssioner, T.C Meno. 1997-416, affd. w thout published
opinion 178 F. 3d 1303 (11th Gr. 1999). CQur resolution of this
i ssue, however, does not depend on who bears the burden of proof.
See Snyder v. Conm SSioner, supra.




To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




