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I. PRELIMINARY STATEMENT 

This case presents an important issue of first impression within this 

Circuit:   Whether the money a professional gambler pays to the person taking 

the bet (known as the “takeout” or “rake”) constitutes “losses from wagering 

transactions” subject to 26 U.S.C. § 165(d)’s limitation on deductibility or 

instead constitute fully deductible ordinary business expenses under 26 U.S.C. § 

162(a).  Petitioner and Appellant Shiraz Lakhani (“Mr. Lakhani”) is a 

professional gambler who makes a living in part by wagering on horse racing.  

In the underlying proceedings, Mr. Lakhani asserted that he was entitled to 

deduct the takeout he paid to the racetracks taking his bets as ordinary business 

expenses not subject to § 165(d)’s limitation on wagering losses.  The tax court 

rejected Mr. Lakhani’s contention and concluded that professional gamblers are 

not entitled to deduct the takeout as ordinary business expenses and disallowed 

the deduction.  For the reasons set forth below, this Court should reverse and 

remand with instructions that the tax court hold further proceedings to allow 

Mr. Lakhani to demonstrate the amount of the takeout he paid. 

II.  JURISDICTIONAL STATEMENT 

The Commissioner of Internal Revenue (“Commissioner”) issued 

two notices of deficiency to Mr. Lakhani related to Mr. Lakhani’s returns for 

  Case: 14-72576, 10/20/2017, ID: 10626221, DktEntry: 43, Page 7 of 44



 

- 2 - 

the 2005 through 2009 tax years.  On September 24, 2010, and October 26, 

2011, Mr. Lakhani timely filed a petition in the tax court for a redetermination 

of deficiencies.  Excerpts of Record (“ER”) 253, 260.  The tax court had 

jurisdiction over the petition pursuant to 26 U.S.C. §§ 6213, 6214 and 7442.  

On June 3, 2014, the tax court entered its decision in favor of the 

Commissioner.  ER 1, 3.  Pursuant to 26 U.S.C. § 7482, that decision 

constituted a final, appealable order over which this Court has jurisdiction.  On 

August 15, 2014, Mr. Lakhani filed a timely notice of appeal from the tax 

court’s decision.1  ER 28. 

III. STATEMENT OF THE ISSUES 

This appeal presents the following issues: 

1) Whether, in a pari-mutuel wagering pool, the portion of a bet 

retained by the person taking the bet (known at the “takeout”) 

constitutes a wagering loss within the meaning of 26 U.S.C. § 

165(d); and 

2) Whether remand is required to permit the tax court to make 

findings about the takeout amounts Mr. Lakhani paid.  
                                                 
1 Under 26 U.S.C. § 7483, an appeal is timely so long as a party files a notice of 
appeal with the clerk of the Tax Court within ninety days after the tax court’s 
decision.  
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IV. STATEMENT OF THE CASE 

A.  Mr. Lakhani Is An Accountant And Professional Gambler 

Mr. Lakhani is a certified public accountant and professional 

gambler who has made a living both through his accounting practice and 

through his wagering on horse racing.  ER 125.  To prior to 2005, Mr. Lakhani 

had gains from his wagering business and reported those gains on his tax 

returns, paying both social security and income tax on them.  

B. Mr. Lakhani Incurred Wagering Losses In 2005, 2006, 2008 And 

2009 

This appeal concerns the wagering losses Mr. Lakhani incurred 

during the 2005 through 2009 tax years.  During this period, Mr. Lakhani 

reported the following gambling gains/losses: 

Year Wagers Winnings Net Income/Loss Reference 
2005 $428,232 $346,439 -$81,793 ER 136 
2006 $523,572 $413,376 -$110,196 ER 149 
2007 $444,157 $461,928 $17,771 ER 160 
2008 $312,790 $252,336 -$60,454 ER 168 
2009 $243,564 $207,324 -$36,240 ER 177 

 

At the same time, Mr. Lakhani incurred these gambling 

gains/losses, Mr. Lakhani had the following income and expenses related to his 

accounting practice: 
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Year Receipts Expenses Net Income Reference 
2005 $96,764 $44,771 $51,993 ER 134 
2006 $112,975 $46,190 $66,785 ER 147 
2007 $125,346 $72,481 $52,865 ER 158 
2008 $93,126 $54,916 $38,210 ER 166 
2009 $77,938 $42,666 $35,272 ER 175 

 

In light of the wagering losses Mr. Lakhani incurred during this 

period, on his tax returns Mr. Lakhani used his gambling losses to offset the 

profits he derived from his accounting practice resulting in an operating loss 

and no federal income tax for those years:  

Year Income from 
Accounting 

Practice 

Gambling 
Income 

Operating 
Income 

Reference 

2005 $51,993 -$81,793 <$0 ER 134, 136 
2006 $66,785 -$111,316 <$0 ER 147, 149 
2007 $52,865 $17,771 $70,636 ER 158, 160 
2008 $38,210 -$60,454 <$0 ER 166, 168 
2009 $35,272 -$36,240 <$0 ER 175, 177 

 

C. The Commissioner Sent Mr. Lakhani Two Notices Of Deficiency 

And Mr. Lakhani Filed A Petition To Challenge Those Notices 

On June 30, 2010, the Commissioner sent Mr. Lakhani a notice of 

deficiency for his 2005 and 2006 taxes.  ER 183.  In that notice, the 

Commissioner determined that Mr. Lakhani’s gambling losses were limited by 

26 U.S.C. § 165(d), and calculated deficiencies of $22,571 for 2005 and 
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$18,462 for 2006.  The Commissioner also assessed an accuracy-related penalty 

of $4,514 and $3,692 for those respective years.  ER 183.  Mr. Lakhani 

petitioned the tax court for a redetermination of the 2005 and 2006 deficiencies.  

ER 260. 

On July 29, 2011, the Commissioner sent Mr. Lakhani a second 

notice of deficiency for his 2007, 2008 and 2009 taxes.  ER 191.  The 

Commissioner calculated deficiencies in tax of $9,918 for 2007, 2 $7,401 for 

2008 and $5,965 for 2009.  ER 191.  The Commissioner set an accuracy-related 

penalty of $1,983 for 2007, $1,480 for 2008 and $1,193 for 2009.  ER 191.  On 

October 26, 2011, Mr. Lakhani petitioned the tax court for a redetermination of 

the 2007 and 2009 deficiencies.  ER 253.  The tax court consolidated Mr. 

Lakhani’s cases for trial and opinion.  ER 243.   

D. As The Case Proceeded To Trial, Mr. Lakhani Argued That The 

Track’s Takeout Is Not Subject To § 165(d)’s Limitation 

Ultimately, at trial, Mr. Lakhani focused his presentation not on 

the question about whether his wagering losses were subject to § 165(d), but 

instead on whether the takeout he had paid the tracks at which he placed his 
                                                 
2 Although Mr. Lakhani had positive net operating income for the 2007 tax 
year, he carried his losses from prior years forward to offset that income, which 
is what resulted in the Commissioner’s assessment of a deficiency for that year.  
See ER 9.  
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bets were considered wagering losses or were instead fully deductible business 

expenses. 

As background, horse racing uses the “pari-mutuel” wagering 

system.  ER 11-13.  Unlike in games such as blackjack or roulette where the 

odds are fixed and the gambler is betting against the “house,” horseracing 

bettors are wagering against each other and the odds vary per race.  ER 11-13; 

see also Wikipedia, Parimutuel Betting, 

https://en.wikipedia.org/wiki/parimutuel_betting (last visited on Oct. 19, 2017).  

Thus, in the pari-mutuel betting system bettors purchase tickets of various 

denominations, the track then distributes the total wagers comprising each pool, 

less a takeout percentage, to winning bettors based on the official race results.  

ER 11-13.  The takeout is the percentage of the overall wagering pool retained 

by the track.  ER 11-13.  The percentage amount varies by state, race type, and 

type of bet.  ER 11-12.   

The concept of a takeout applies to a variety of wagering activities 

in which the “house” is not a participant.  In poker, for instance, the takeout is 

commonly referred to as the “rake” and is paid as a portion of the overall 

wagering pot.  See Wikipedia, Rake (Poker), 

https://en.wikipedia.org/wiki/rake_(poker) (last visited on Oct. 19, 2017).  
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Similarly, in sports betting, it is commonly referred to as the “vigorish” or 

“juice” and is incorporated into the moneyline odds that the house sets.  See 

Wikipedia, Vigorish, https://en.wikipedia.org/wiki/vigorish (last visited on Oct. 

19, 2017); Bill Ordine, Fantasy Sports, Real Money: The Unlikely Rise of Daily 

Fantasy, How to Play-How to Win, Chapter 3 Subheading “The Rake” (2005).   

In California, as in other states, horse races are regulated by 

statute.  See generally Cal. Bus. & Prof. Code § 19400, et seq.  California 

defines pari-mutuel wagering as “a form of wagering in which bettors either 

purchase tickets of various denominations or issue wagering instructions 

leading to the placement of wagers, on the outcome of one or more horse races.  

The association distributes the total wagers comprising each pool, less the 

amounts retained for purposes specified in this chapter, to winning bettors 

based on the official race results.”  Cal. Bus. & Prof. Code § 19411 (emphasis 

added).  All the wagers in each race make up the “handle” which are the 

aggregate contributions to pari-mutuel pools.  Cal. Bus. & Prof. Code § 

19411.1.  From the handle, the race tracks deduct their takeout off the top to 

pay for the operating expenses of the race track.  In California, every 

association which conducts a racing meeting is required to deduct 15% of the 

total amount handled in conventional pari-mutuel pools and 16.75% of the total 
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amount handled in exotic pari-mutuel pools, except that any association 

conducting a harness racing meeting is required to deduct 17.75% of the total 

amount handled in exotic pari-mutuel pools.  Cal. Bus. & Prof. Code § 19610.  

Generally, between 1.3% to 2% of the total amount handled on live races, 

excluding wagering at a satellite facility, is retained by the association for 

payment to the state as a license fee and 0.54% of the total amount handled is 

deposited with the official registering agency.  Cal. Bus. & Prof. Code § 19611.  

Consistent with his attempt to challenge the deductibility of the 

takeout percentages he had paid, Mr. Lakhani entered into a pretrial stipulation 

of facts pursuant to Tax Court Rule 91, which contained various exhibits upon 

which Mr. Lakhani intended to rely to show the various amounts of the wagers 

he had placed and the percentages of those wagers that were subject to the 

takeout.  Specifically, Mr. Lakhani proffered exhibit 8-P, a calculation of an 

average takeout percentage applied to Mr. Lakhani’s total wagers in the years at 

issue.  ER 205.  Mr. Lakhani also proposed to introduce exhibit 9-P which listed 

the takeout percentages by U.S. track and bet type.  ER 206. 
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E. During The Trial, The Parties Agree To Reach Agreement About 

What Takeout Percentages Mr. Lakhani Paid 

During the hour-long trial, the Commissioner conceded that the 

wagers Mr. Lakhani had placed were placed as part of pari-mutuel pools and, 

thus, subject to a takeout of some kind.  ER 79.  The Commissioner 

nevertheless objected to the exhibits Mr. Lakhani had attempted to demonstrate 

the takeout percentages he had paid on his bets on the grounds of hearsay and 

relevance.  ER 125.  Further, when Mr. Lakhani attempted to introduce exhibit 

12-P, which listed Mr. Lakhani’s wagers by bet type, race type, and location for 

a period ranging from May through July 2008 to show the type of bets he was 

placing and the takeout percentages to which they would be subject, the 

Commissioner objected to the admission of this exhibit on grounds that he did 

not have the opportunity to rebut or investigate it.  ER 95, 215-38.  Relying in 

part on the rule articulated in Cohan v. Commissioner, 39 F.2d 540 (2d Cir. 

1930), Mr. Lakhani also argued that so long as he was entitled to some 

deduction, he was not required to document the exact contours of the exaction 

with precision if records were unavailable.  ER 106. 

In response to the Commissioner’s objection, Mr. Lakhani 

explained that these exhibits were intended to demonstrate the takeout 
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percentages he paid at the tracks where he placed wagers throughout the years 

in question.  ER 76.  Mr. Lakhani further explained that many of these takeout 

percentages were set by statute and thus should not be matters in dispute and 

that he wanted to use the exhibits to establish the proper takeout percentage to 

calculate the total deductibility.  ER 76.   

For its part, the tax court suggested that Mr. Lakhani and the 

Commissioner hold the record open and stipulate as to the proper takeout 

amount, or a blended rake amount.  The court noted that this issue “ought not be 

subject to disagreement” as it seemed that the takeout percentages should not be 

in dispute and that the parties “ought to be able to work out a cooperative way 

to present the data.”  ER 87.  The Commissioner’s assigned attorney expressed 

agreement, and affirmed that stated that he “had a limited time to consider this 

particular issue, and arriving at what the proper percentage from the statute is 

quite a lengthy process.”  ER 87-88.  So “we can do that when we get together.”  

ER 88.  Mr. Lakhani noted that he had the proper documents to determine the 

takeout amount and that he would give the Commissioner “a whole year of [his] 

bets and show [the Commissioner] what was the win bet, what was a superfecta 

bet, all those.”  ER 92.  The tax court then decided to sustain the 
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Commissioner’s objections and exclude all of Mr. Lakhani’s proposed exhibits.  

ER 67, 122.  

F. After The Trial Concludes, And The Record Is Closed, The 

Commissioner Changed Its Positions And Refuses To Agree On A 

Proper Take Out Percentage  

After the trial, Mr. Lakhani contacted the Commissioner through 

the assigned attorneys, Mr. Johnston and Ms. Linette Anelastro, to work out the 

takeout percentages and other details.  However, the Commissioner’s 

representatives informed Mr. Lakhani that they had been instructed not to work 

with him on this issue and that they would no longer be willing to stipulate as 

originally agreed.  ER 53.   Despite conceding that Mr. Lakhani’s bets were 

subject to a takeout and stating that it would work with Mr. Lakhani to 

determine the correct takeout amount, the Commissioner then proceeded to 

argue in its post-trial briefing that Mr. Lakhani had failed to present sufficient 

evidence to establish his entitlement to these deductions.  ER at 40-44. 

G. The Tax Court’s Opinion Failed To Address The Takeout 

Percentage 

The tax court held that Mr. Lakhani was not entitled to deduct all 

or any portion of his net gambling losses.  ER 23.  Specifically, the tax court 
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reasoned that “none of the payments the track makes from the handle discharge 

any obligation of any bettor.”  ER 20.  Therefore, the tax court concluded, “not 

being an obligation or expense of the bettor, takeout cannot qualify as the 

bettor’s deductible nonwagering business expense.”  ER 21.  The tax court’s 

factual findings make no mention of the dispute as to the proper takeout 

percentage, or the Commissioner’s refusal to comply with his agreement to 

stipulate as to the proper takeout amount.  

On August 25, 2014, Mr. Lakhani timely filed a notice of appeal.  

ER 28. 

V. STANDARD OF REVIEW 

This Court reviews decisions of the tax court under the same 

standards as it reviews civil bench trials in the district court.  Custom Chrome, 

Inc. v. Comm’r, 217 F.3d 1117, 1121 (9th Cir. 2000).  Therefore, this Court 

reviews the tax court’s conclusions of law de novo, and questions of fact for 

clear error.  Id.  Decisions regarding the admission of evidence are reviewed for 

an abuse of discretion.  Hudspeth v. Comm’r, 914 F.2d 1207, 1213 (9th Cir. 

1990). 
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VI. SUMMARY OF THE ARGUMENT 

The primary issue presented by this appeal is whether the takeout 

percentages that Mr. Lakhani paid are subject to § 165(d)’s limitation on 

gambling losses.  It is undisputed that Mr. Lakhani incurred these percentages, 

as the takeout percentage is set and regulated by state statutory law.  In 

California, for instance, tracks must deduct 15% of the total amount handled in 

conventional pari-mutuel pools, 16.75% in exotic pari-mutuel pools and 

17.75% in harness, exotic pari-mutuel pools.  Cal. Bus. & Prof. Code § 19610.  

That takeout percentage is then distributed according to various statutory 

provisions.  Thus, the takeout percentage amount is not part of the betting pool 

or the individual bettor’s wager.  Accordingly, if the track retains a set 

percentage of a wager, it cannot be said to be a loss from a “wagering 

transaction” within the meaning of 26 U.S.C. § 165(d).  Rather, the takeout 

percentage is a fee incidental to a wager and deductible as an ordinary and 

necessary business expense of a professional gambler.   

Assuming the Court agrees with Mr. Lakhani that the takeout is 

fully deductible and not subject to § 165(d)’s limitation, the second issue the 

Court must confront is what that legal determination means for Mr. Lakhani.  

The tax court never reached this issue or made the necessary findings that 
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would be required to determine the extent to which Mr. Lakhani is entitled to a 

deduction.  Rather, it concluded those issues did not matter because the takeout 

was not deductible.  Further, when Mr. Lakhani attempted to introduce 

evidence on this point, the tax court excluded Mr. Lakhani’s evidence and, in 

lieu of that evidence, the parties agreed to work together to determine the 

proper percentage deduction to which Mr. Lakhani would be entitled in the 

event the tax court were to decide the legal issue in Mr. Lakhani’s favor.  Yet, 

when Mr. Lakhani attempted to work that out with the Commissioner, the 

Commissioner told Mr. Lakhani it had changed its mind and was no longer 

willing to cooperate with Mr. Lakhani.  The Commissioner then argued that Mr. 

Lakhani had not carried his burden in demonstrating the amount of the takeout 

he paid.  Under the circumstances, remand would be required for the tax court 

to reevaluate this issue and make factual findings with respect to the proper 

takeout amount.   

VII. ARGUMENT 

A. A Racetrack’s “Takeout” Does Not Constitute “Losses from 

Wagering Transactions” Under 26 U.S.C. § 165(d) 

Following a trial, the tax court found that Mr. Lakhani was not 

entitled to deduct the racetracks’ takeout as an ordinary and necessary business 

  Case: 14-72576, 10/20/2017, ID: 10626221, DktEntry: 43, Page 20 of 44



 

- 15 - 

expense of a professional gambler.  ER 23.  In arriving at that conclusion, the 

tax court erred when it mischaracterized the racetrack takeout as “losses from 

wagering transactions” under § 165(d). 

The deductibility of the takeout implicates the interplay between § 

162(a) and § 165(d).  Section 162(a) generally allows a deduction for “all the 

ordinary and necessary expenses paid or incurred during the taxable year in 

carrying out any trade of business.” Section 165(d), however, provides for a 

limitation on deductions for expenses that would otherwise be considered 

ordinary and necessary business expenses.  Section 165(d) states that “[l]osses 

from wagering transactions shall be allowed only to the extent of the gains from 

such transactions.”  Because § 165(d) is the more specific statute, it controls, 

and a gambling loss, although it may be a business expense, is deductible only 

to the extent of gambling gains.  Boyd v. United States, 762 F.2d 1369 (9th Cir. 

1985); Nitzberg v. Comm’r, 580 F.2d 357 (9th Cir. 1978) (holding the payment 

of shills would be a deductible ordinary and necessary business expense absent 

the wagering provisions of § 165(d)).3  

Notwithstanding § 165(d)’s limitation on “losses from wagering 

transactions,” a professional gambler is nevertheless entitled to deduct expenses 
                                                 
3 But for § 165(d), wagering losses would also be deductible under § 212 as 
expenses incurred in connection with the production of income.  
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incurred in connection with carrying on a gambling business so long as they are 

not considered “gambling losses.”  Mayo v. Comm’r, 136 T.C. 81 (2011), acq., 

2012-3 I.R.B. 285.  Here, the Commissioner conceded Mr. Lakhani was entitled 

to deduct expenses related to horserace gambling, such as the racing programs, 

racing forms, car and truck expenses and supplies.  ER 239-41.  At issue in this 

case is whether the percentage the racetrack takes from the gross wagering pool 

(known as the “takeout”), is a gambling loss subject to section 165(d).  In 

disallowing Mr. Lakhani’s deduction of the racetrack’s takeout, the tax court 

concluded that the takeout is inseparable from the wagering transaction and 

thus, constitutes “wagering losses” subject to the § 165(d) limitation.  Thus, the 

crux of the issue is applying the proper definition of “losses from wagering 

transactions” under § 165(d) to the takeout.  

1. Wagering Losses Mean The Actual Money Lost Wagering, 

While Expenses Incidental To Making The Wager Are 

Deductible Under 26 U.S.C. § 162(a) 

Neither the Internal Revenue Code nor the accompanying 

regulations define “losses from wagering transactions” as that phrase is used 

within section 165(d).  The legislative history also provides no insight, as it 

does not address this specific point.  Rules of statutory construction counsel, 
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however, that when any doubt exists as to the construction of a taxing statute, 

the doubt should be resolved in favor of the taxpayer.  Hassett v. Welch, 303 

U.S. 303, 314 (1938).  While not squarely addressing “losses from wagering 

transactions” under § 165(d), this Court’s reasoning in Boyd provides guidance 

on what the phrase means.  

In Boyd, this Court addressed the issue of whether a professional 

poker player’s contractual share of the casino’s takeoff constituted “gains from 

wagering transactions” for purposes of § 165(d).  Boyd, 762 F.2d at 1370.  In 

poker, a takeoff, also known as the “rake,” is the fee the casino charges card 

players for playing poker in the casino.  Id.  Petitioner William Boyd was a 

famous poker player employed by the Golden Nugget Casino in Las Vegas, 

Nevada to participate in poker games.  Id.  Under the terms of his contract, Mr. 

Boyd was paid a share of the casino’s takeoff from the poker games in which he 

participated.  Id.  Mr. Boyd argued that his share of the takeoff was a “gain” 

from wagering transactions, against which he is entitled to deduct his losses 

under § 165(d).  Id. at 1373. 

Finding no statutory or regulatory definition of “gains from 

wagering transactions,” this Court reasoned the words should be given their 

“ordinary meaning.”  Id.  While Mr. Boyd argued the phrase meant “gains 
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flowing to the tax payer from a wagering transaction,” the IRS argued the 

phrase meant a “gain from a wagering transaction entered into by the taxpayer.”  

Id.  Noting there was no controlling authority, this Court found the IRS’s 

narrow definition of wagering gains more persuasive.  Id. 

In determining whether the takeoff was a “gain” from wagering 

transactions, this Court relied heavily on the tax court’s opinion in Williams v. 

Commissioner, 41 T.C.M. (CCH) 312 (1980).  In Williams, the tax court held 

that “tokes” given to blackjack dealers by players were not the dealers’ gains 

from wagering transactions under § 165(d) because the toke bet, under casino 

policy and state law, remained under the control of the player.  Williams, 41 

T.C.M. (CCH) at 314.  A toke is a bet placed by the patron on behalf of the 

dealer as a tip. The tax court reasoned that it was the player, not the dealer, who 

had entered into the wagering transaction, and any gain received by the dealer 

in connection with the transaction was not a “gain from a wagering transaction” 

under § 165(d).  Id. 

Adopting this reasoning, this Court held that Mr. Boyd’s share of 

takeoff income was not a “gain from wagering transactions” because the takeoff 

itself was not a gain from wagers entered into by the casino or Mr. Boyd 
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himself.  Boyd, 762 F.2d at 1374.  Rather the takeoff was a fee the casino 

charged the players for use of the casino’s facilities.  Id.  

The Fifth Circuit came to the same conclusion in Allen v. United 

States Gov’t. Dept. of Treasury, 976 F.2d 975 (5th Cir. 1992).  In Allen, the 

Fifth Circuit addressed whether a blackjack dealer’s toke income was 

constituted a “gain from wagering transactions” as contemplated by § 165(d).  

Allen, 976 F.2d at 976.  Applying the ordinary meaning to the words “wagering 

transaction,” the Fifth Circuit held that a dealer does not have a gain from a 

wagering transaction under § 165(d) when he receives the winning proceeds 

from a toke bet made on his behalf.  Id.  The Fifth Circuit reasoned that since 

the dealer receiving a toke cannot elect to take the amount wagered on his 

behalf by the patron, “the dealer had no part in deciding to make the wager, and 

stands to lose nothing by it.”  Id.  In sum, this Court’s holding in Boyd and the 

Fifth Circuit’s holding in Allen supports the conclusion that “gains from 

wagering transactions” under § 165(d) must be the direct result of a wager 

entered into by the taxpayer, not a gain that arises merely in connection with the 

conduct of wagering activities.  

In Mayo, the tax court reviewed the proper interpretation of “losses 

from wagering transactions” under § 165(d).  Mayo, 136 T.C. at 90.  Similar to 
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Mr. Lakhani, the petitioner in Mayo was a professional horseracing gambler 

who sought to deduct business expenses, such as track admission fees, under § 

162(a).  Id.  The IRS disallowed the deductions, reasoning these expenses 

constituted “losses from wagering transactions” based on the tax court’s archaic 

ruling in Offutt v. Commissioner, 16 T.C. 1214, 1214 (1951).  Id. at 91.  

Offering no reasoning to support its conclusion, the tax court in Offutt held that 

“losses from wagering transactions” should be interpreted expansively to cover 

both the cost of losing wagers, as well as the general expenses incurred in the 

conduct of operating a gambling business, such as mailing, printing and 

stenographic expenses.  Offutt, 16 T.C. at 1215-16.  Despite its sixty-year 

application, the Mayo Court determined that the Offutt interpretation should no 

longer be followed.  Mayo, 136 T.C. at 91.  

In coming to this conclusion, the Mayo Court relied heavily on the 

narrow interpretation in Boyd and Allen, which rejected arguments for an 

expansive reading of “gains from wagering transactions” under § 165(d).  Id. at 

92-94. Finding no support in the statute that “losses” should be interpreted 

differently than “gains,” the Mayo Court followed the Court of Appeals 

reasoning, holding “losses from wagering transactions” under § 165(d) should 

be narrowly confined to the direct cost of a wager entered by the taxpayer, 
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while expenses incidental to gambling do not fall under § 165(d)’s limitation.  

Id.  Because the horseracing expenses were not “losses”, the petitioner was 

entitled to deduct the expenses under § 162(a).  Id.  See also Comm’r v. 

Sullivan, 356 U.S. 27 (1958) (holding an illegal bookmaking operation was 

permitted to deduct wages and rent under section § 162(a), which suggests the 

Supreme Court does not consider § 165(d) to apply to a gambling business’ 

ordinary expenses). 

Because the tax court has abrogated Offutt and its reasoning is no 

longer considered valid, the First Circuit’s holding in Estate of Todisco v. 

Commissioner, 757 F.2d 1 (1st Cir. 1985) is no longer persuasive in this case.  

In Estate of Todisco, the First Circuit, relying exclusively on Offutt, held that 

the bookkeeper’s direct cost of the wagers and the state taxes imposed on the 

wagers were “losses from wagering transactions” under § 165(d).  Estate of 

Todisco, 757 F.2d at 6.  However, the IRS announced it would no longer follow 

Offutt or Estate of Todisco. See IRS Chief Counsel Attorney Memorandum, 

AM2008-013 (Dec. 19, 2008).  In light of the IRS’s new position and the tax 

court’s holding in Mayo, if Estate of Todisco were adjudicated today, only the 

direct cost of the wagers would be “losses”, while the state taxes incurred 
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incidental to wagering would not fall under § 165(d)’s limitation and would be 

deductible.    

2. A Racetrack’s Statutory Takeout Is An Expense Incidental to 

Placing A Horseracing Wager Deductible Under § 162(a) 

As a matter of law, the racetrack’s takeout does not fall under the § 

165(d) limitation and this Court should reject the tax court’s erroneous finding 

that the takeout constitutes “losses from wagering transactions . . . .”  Rather, a 

racetrack’s takeout is an expense incidental to placing horseracing bets that are 

deductible under § 162(a).  

A racetrack’s takeout is analogous to the “rake” in poker.  In 

poker, the “rake” is the fee the card players pay on a per hand basis for playing 

poker at the casino.  Once all the bets are placed, the “rake” is taken directly out 

of the pot and no portion of the “rake” is included in the winning pot.  Because 

the casino is not wagering on the outcome of the poker game, the “rake” is how 

the casino makes money on poker (i.e., renting its facilities to the players).  In 

sum, the “rake” is like a transaction fee the casino charges to play a hand of 

poker in the casino.  According to the tax court’s opinion in Hom v. 

Commissioner, the IRS conceded § 165(d) does not apply to rake and 

tournament entry fees.  Hom v. Comm’r, 106 T.C.M. (CCH) 15 (2013).  
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Similarly, in horseracing, the takeout is the fee the racetrack 

charges bettors on a per wager basis for placing bets at the track.  Once the race 

results come in, the racetrack deducts the statutory takeout percentage off the 

top of the wagering pool. Thus, no portion of the takeout is included in the 

winning payouts.  Essentially, the takeout is the racetrack’s gross revenue and is 

used to pay for the track’s operating expenses.  Therefore, the takeout is akin to 

a transaction fee the racetrack charges bettors to place a wager on a horserace at 

the track. In other words, as a transaction fee, the takeout is an expense 

incidental to placing the horseracing wager, not the direct cost of the wager.  

Similar to Boyd where the poker takeoff is not a “gain,” here, the racetrack 

takeout is not a “loss.”  Rather, it is a transactional fee Mr. Lakhani pays to the 

track for use of the racetracks’ facilities.  Like the deductible racetrack 

admission fees in Mayo, the takeout here is an ordinary and necessary business 

expense deductible under § 162(a).  

As demonstrated below, the tax court’s decision to classify the 

racetracks takeout as “losses from wagering transactions” under § 165(d) is 

based on flawed and unsupported reasoning.  First, the tax court concluded that 

the expenses discharged from a racetrack’s takeout are expenses imposed upon 

the track, not on the persons placing the bets and that, consequently, no portion 
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of the takeout was deductible by the taxpayer.  ER 18-19.  While it is true 

racetracks are statutorily mandated to pay expenses, taxes and license fees from 

the income derived from the takeout, this does not preclude Mr. Lakhani from 

deducting the takeout as an expense on his personal income taxes.  By analogy, 

a taxpayer who leases an office from a landlord is entitled to deduct the rent as 

an ordinary and necessary business expense and the landlord is entitled to 

deduct expenses related to running the office building.  In this case, Mr. 

Lakhani is entitled to deduct the takeout just as the racetrack would be entitled 

to deduct the operating expenses of the track.  

The federal statutory tax treatment of gambling enterprises and 

professional gambling individuals illustrates this point.  Per Rev. Rul. 54-219, 

1964-1 C.B. 51, payments for the federal excise tax on wagers and the special 

tax paid by persons engaged in the business of accepting wagers or conducting 

wagering pools are deductible as ordinary and necessary business expenses.  

See Comm’r v. Sullivan, 356 U.S. at 29 (holding a gambling enterprise was 

entitled to deduct rent and wages as ordinary and necessary business expenses 

based on Rev. R. 54-219).  Conversely, in Commissioner v. Groetzinger, 480 

U.S. 23 (1987), the Supreme Court held that an individual engaged in gambling 

for his own account—that is, he is not providing services to others as would a 
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casino or bookmaker—is engaged in a trade of business within the meaning of § 

162(a) and is entitled to deduct expenses as a professional gambler.  

Groetzinger, 480 U.S. at 32.  These separate Supreme Court opinions support 

the conclusion that the tax liability on a gambling business enterprise has no 

bearing on the tax liabilities of an individual professional gambler.  Therefore, 

Mr. Lakhani, as a professional gambler for his own account is entitled to deduct 

business expenses under § 162(a) and the expenses imposed on the racetrack 

are of no consequence to Mr. Lakhani’s ability to deduct the takeout.  

Second, the tax court addressed the takeout in the context of a 

winning and losing wager:  

 [N]one of the takeout can be said to come from a winning bettor’s 
wager, which in all events must be returned to him in full and with 
at least a small profit. Nor can the takeout be said to add to the loss 
of a losing bettor, who loses the same $2 whether the takeout is 
15% of the handle, 20% of the handle, or none of it on account of a 
minus pool so deep as to deprive the track of any take after paying 
all winning wagers.  

 
ER 20-21.   

The tax court’s reasoning is misconceived.  Every wager, 

regardless of whether the bettor wins or loses, is subject to the racetracks 

takeout.  For example, when Mr. Lakhani places a $100.00 conventional bet at a 

California racetrack, his bet is subject to a 15% takeout.  See Cal. Bus. & Prof. 
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Code § 19610.  In this example, Mr. Lakhani is paying the track a $15.00 

transactional fee, which is an expense incidental to the wager, while the direct 

cost of the wager is $85.00.  Mr. Lakhani incurs this $15.00 expense regardless 

of whether he wins or loses the bet.  Because no portion of the takeout is 

included in the winning payouts, the winning bettor does not get the takeout 

returned to him.  

A wager is defined as “something risked or staked on an uncertain 

event.”  Tschetschot v. Comm’r, 93 T.C.M. (CCH) 914 (2007).  When placing a 

horseracing wager, bettors are fully aware that the track will deduct the takeout 

from the gross wagering pool as required by state statutes.  Because every 

wager is subject to the takeout irrespective of the outcome of the race, the 

takeout itself is not “risked or staked on an uncertain event.”  Rather, the only 

part of the bet that would be a “wager” subject to the § 165(d) limitation is the 

direct cost of the wager minus the takeout because the direct cost is the only 

portion of the bet that is “risked on an uncertain event.”  Using the tax court’s 

example above, when Mr. Lakhani places a $2.00 wager, his “losses from 

wagering transactions” is only $1.60-$1.70, while the remaining $0.30-$0.40 

taken by the track is the transaction fee incidental to placing the wager, which 

goes towards maintaining the racetrack’s facilities.  In Allen, the Fifth Circuit 
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held a blackjack dealer’s toke bet income was not a “gain” within the meaning 

of § 165(d) because the dealer had no part in deciding to make the wager.  

Allen, 976 F.2d at 976.  Similarly, the takeout fee incurred by Mr. Lakhani is 

not a “loss” within the meaning of § 165(d) because Mr. Lakhani had no part in 

deciding to pay the takeout—it is mandated by statute. See also Mayo, 136 T.C. 

at 96 (reasoning a necessary premise of the holding in Boyd is that takeout fees 

did not necessarily constitute “losses from wagering transactions” within the 

meaning of § 165(d) because the Court distinguished the takeout fees from the 

poker losses).   

In conclusion, this Court should reverse the tax court’s finding that 

the racetrack takeout falls within the § 165(d) limitation as “losses from 

wagering transactions” and hold, as a matter of law, Mr. Lakhani is entitled to 

deduct the takeout as a necessary and ordinary business expense under § 162(a) 

because the takeout is an expense incidental to placing a horseracing bet.   

B. Remand Is Required Because The Tax Court Did Not Make Factual 

Findings Or Give Mr. Lakhani The Opportunity to Present His Case 

It is undisputed that horse racing wagers are subject to the exaction 

of a takeout percentage.  Thus, if the Court concludes that the takeout is not 

subject to § 165(d)’s limitation, the next step would be to ascertain what that 
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legal conclusion means for Mr. Lakhani’s case and what action the Court 

should take in light of that holding.  As set forth below, Mr. Lakhani 

respectfully submits that remand would be required because: (i) the tax court 

never addressed this issue; (ii) the Commissioner’s decision to go back on its 

agreement to stipulate to the takeout amounts unfairly prejudiced Mr. Lakhani; 

and (iii) absent factual findings by the tax court, it is impossible to ascertain 

whether an accuracy penalty should have been assessed. 

1. Remand Is Required Because The Tax Court Never Reached 

The Issue Of The Proper Takeout Percentage 

It is well settled that this Court’s reviewing authority is limited to 

review of the record before it and that this Court does not engage in fact-finding 

on its own.  See Icicle Seafoods, Inc. v. Worthington, 475 U.S. 709, 714 (1986); 

accord Kelleher v. Comm’r, 94 F.2d 294, 295 (9th Cir. 1938) (“In reviewing 

[tax decisions] we are not authorized to make findings of fact”).  Therefore, in 

cases where the trial court fails to consider or make findings of fact essential to 

a proper resolution of the case, the Court should remand the matter back to the 

trial court to make those factual findings in the first instance.  See Icicle 

Seafoods, 475 U.S. at 714 (“If the Court of Appeals believed that the District 

Court had failed to make findings of fact essential to a proper resolution of the 
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legal question, it should have remanded to the District Court to make those 

findings.”).   

In this case, the tax court never addressed this issue and made no 

findings of fact as to what the appropriate takeout rate should be.  Instead, the 

tax court decided that gambling losses are limited to gambling gains and did not 

consider all the other issues.  ER 111.  Under the circumstances, the Court is 

left without sufficient evidence to decide the amount of the takeout which Mr. 

Lakhani is entitled to deduct the takeout and remand is therefore appropriate. 

2. The Commissioner’s Retraction Of Its Agreement To Stipulate 

To A Takeout Unfairly Prejudiced Mr. Lakhani  

The doctrine of judicial estoppel is an equitable doctrine that 

“precludes a party from gaining an advantage by asserting one position, and 

then later seeking an advantage by taking a clearly inconsistent position.”  

Hamilton v. State Farm Fire & Cas. Co., 270 F.3d 778, 782 (9th Cir. 2001).  

The court invokes judicial estoppel to prevent a party from gaining an 

advantage by taking inconsistent positions.  Id.  Courts will invoke the doctrine 

of judicial estoppel if a party’s position is clearly inconsistent with its earlier 

position; if there has been judicial acceptance of that inconsistent position; and 

if the party seeking to assert an inconsistent position would derive an unfair 
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advantage or impose an unfair detriment on the opposing party if not estopped.  

New Hampshire v. Maine, 532 U.S. 742, 750-51 (2001).   

During the trial in this case, Mr. Lakhani attempted to introduce 

evidence to substantiate his argument that the takeout amounts that he paid as 

part of his total wagers were not limited to § 165(d).  More specifically, Mr. 

Lakhani attempted to introduce evidence of his total wagers by race type, bet 

type, and location to determine the proper takeout percentage.  ER 95, 215-238.  

Mr. Lakhani also attempted to introduce evidence of his total wagers and the 

approximation of what percentage he believed to be fully deductible by 

applying a blended takeout percentage.  ER 76, 205.   

The tax court had concerns about whether the form of Mr. 

Lakhani’s evidence was admissible, but nevertheless recognized that the 

ultimate facts did not appear to be in dispute.4  In that regard, the tax court 

                                                 
4 The tax court’s basis for its decision to exclude Mr. Lakhani’s exhibits is 
unclear.  The Commissioner objected to the introduction of exhibits 8-P through 
11-P based on hearsay.  ER 77.  However, the tax court ruled that the evidence 
in question was “not excluded by the hearsay rule.”  ER 79.  Nevertheless, the 
tax court “sustain[ed] the objections to 8, 9, and 10” but gave no basis for the 
exclusion.  ER 83.  The record suggests that the tax court made an evidentiary 
ruling as to those exhibits on grounds other than hearsay.  Despite the tax 
court’s strict reliance on procedural rules, it failed to provide the parties with a 
reasoned decision for the exclusion.  What is clear, however, is that the 
Commissioner raised an improper objection, the court denied that objection and 
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instructed the parties to work cooperatively and determine the proper takeout 

amount which should “not be subject to disagreement.”  ER 87.  In response, 

the Commissioner agreed to work with Mr. Lakhani to reach a factual issue 

central to this case.  ER 88.  After the trial, the Commissioner changed his 

previously asserted position and refused to cooperate with Mr. Lakhani.  

Effectively, the Commissioner took advantage of his own change in position by 

creating the opportunity to argue that Mr. Lakhani lacked the evidence 

necessary to substantiate his case, when the Commissioner was itself 

responsible for creating that condition by agreeing to stipulate to the takeout 

percentage.  ER 17.  

The Commissioner’s failure to abide by its agreement to stipulate 

resulted in an unfair advantage which imposed an unfair detriment on Mr. 

Lakhani.  The tax court accepted the Commissioner’s position when the 

Commissioner agreed with the Court’s assessment that this factual 

determination should not be a subject of disagreement.  ER 87.  Mr. Lakhani 

welcomed the court’s order to stipulate and noted that he would give the 

Commissioner “a whole year of [his] bets and show what was the win bet, what 

was the superfecta bet.”  ER 92.  By refusing to stipulate as previously agreed, 
                                                                                                                                                       
sustained the exclusion of evidence to the detriment of Mr. Lakhani, a pro se 
litigant. 

  Case: 14-72576, 10/20/2017, ID: 10626221, DktEntry: 43, Page 37 of 44



 

- 32 - 

the Commissioner barred the introduction of evidence as to the proper takeout.  

The Commissioner then relied on post-trial briefings to argue that Mr. Lakhani 

failed “furnish the factual information necessary to make a reasonable 

determination of the takeout percentage applicable to his losing bets.  ER 17.  

What the Commissioner describes as Mr. Lakhani’s failure is attributable to the 

Commissioner’s change in position.  

The Supreme Court of the United States has made clear that in 

enumerating these factors, they “do not establish inflexible prerequisites or an 

exhaustive formula for determining the applicability of judicial estoppel.”  New 

Hampshire, 532 U.S. at 751.  This Court has affirmed that the purpose of 

judicial estoppel is to prevent a party from gaining an advantage by taking 

inconsistent positions, but also to “protect against a litigant playing fast and 

loose with the courts.” Hamilton, 270 F.3d at 782.  The Commissioner’s 

subsequent refusal to cooperate regarding stipulating to a fact central to this 

case and then using the absence of that fact against Mr. Lakhani is precisely 

what the doctrine of judicial estoppel aims to prevent.  Therefore, the 

Commissioner should have been estopped from arguing that Mr. Lakhani failed 

to provide evidence to substantiate his case.  
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3. Absent Factual Findings On The Correct Takeout Percentage, 

It Is Unclear Whether The Accuracy-Related Penalties Were 

Properly Assessed  

Prior to the commencement of this action, the Commissioner 

assessed several accuracy-related penalties.  Section 6662 sets an accuracy-

related penalty in the amount of 20% of the portion of any underpayment 

attributable to among other things negligence, intentional disregard, or 

substantial understatement of income tax.  That law finds a substantial 

understatement of income tax where the amount of understatement exceeds the 

greater of 10% of the tax required to be shown on the return or $5,000.  26 

U.S.C. § 6662(d)(1)(A).  In its Explanation of Adjustments, the Commissioner 

disallowed Mr. Lakhani’s gambling losses to offset his accounting practice 

income and determined that Mr. Lakhani underreported his taxable income 

pursuant to § 6662.  ER 189-90, 195-96.     

In this case, Mr. Lakhani’s accuracy-related penalties were 

assessed under an improper theory of 26 U.S.C. § 165(d).  If this Court finds 

that the takeout percentage is not limited by § 165(d) then the accuracy-related 

penalties must be reassessed.  While it is not possible to ascertain whether the 

accuracy related penalties were properly assessed until the proper takeout 
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percentage has been calculated, the evidence in the record strongly suggests that 

Mr. Lakhani may be liable under § 6662 after the deduction of the takeout 

percentage.   

For example, in 2005, Mr. Lakhani used his gambling losses as a 

professional gambler to offset his accounting practice income.  In the Notice of 

Deficiency and Explanation of Adjustments, the Commissioner disallowed Mr. 

Lakhani’s gambling loss of $82,761.  ER 189.  Accordingly, the Commissioner 

increased Mr. Lakhani’s taxable income by $82,761 which resulted in a tax 

liability of $22,571 and a deficiency in the same amount.  ER 189-90.  The 

Commissioner then imposed a penalty of $4,514.  ER 188.  However, the 

takeout amount for 2005 at a 25% average takeout rate applied to Mr. Lakhani’s 

total wagers of $428,232 amounts to $107,058.  ER 136.  Thus, Mr. Lakhani 

would be allowed to deduct $107,058 pursuant to § 162.  This deduction is 

substantially greater than the $82,761 originally disallowed by the 

Commissioner and would no longer subject Mr. Lakhani to a revised tax 

liability or penalty for underreporting his taxes.  

The determination of Mr. Lakhani’s tax liability after the deduction 

of the applicable takeout is a fact-intensive inquiry.  On remand, this Court 
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should instruct the tax court to reassess whether Mr. Lakhani’s income taxes, 

after the deduction of a proper takeout percentage, are subject to § 6662.  

VIII.  CONCLUSION 

For the forgoing reasons, this Court should reverse the decision of 

the tax court with instructions that the tax court retry Mr. Lakhani’s case. 

 

DATED:  October 20, 2017   REED SMITH LLP 
 

 s/ Kasey J. Curtis    
Kasey J. Curtis 
Attorneys for Petitioner and 
Appellant Shiraz Lakhani 
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IX.  STATEMENT OF RELATED CASES 

Pursuant to Ninth Circuit Rule 28-2.6, Petitioner and Appellant 

Shiraz Lakhani states that he is not aware of any related cases. 

 
  
DATED:  October 20, 2017   REED SMITH LLP 
 

 s/ Kasey J. Curtis    
Kasey J. Curtis 
Attorneys for Petitioner and 
Appellant Shiraz Lakhani 
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X.  CERTIFICATE OF COMPLIANCE 

Pursuant to Federal Rule of Appellate Procedure 32(a)(7)(C) and 

Ninth Circuit Rule 32-1, the attached Brief is double-spaced and was printed 

proportionally spaced, fourteen-point CG Times type.  It contains 7,465 words 

(inclusive of footnotes, but exclusive of tables, and this certificate).  In 

preparing this certificate, I relied on the word count generated by Microsoft 

Word 2010.  

 
DATED:  October 20, 2017   REED SMITH LLP 
 

 s/ Kasey J. Curtis    
Kasey J. Curtis 
Attorneys for Petitioner and 
Appellant Shiraz Lakhani 
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