T.C. Meno. 2010-48

UNI TED STATES TAX COURT

JOHN F. & ESTHER K. CHOW Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 18774-08. Filed March 18, 2010.

John F. and Esther K. Chow, pro sese.

Sarah A. Herson, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Judge: Respondent determ ned deficiencies of
$9, 580. 40 and $47,944.76 in petitioners’ Federal inconme taxes for
2004 and 2005, respectively. For 2004, respondent determ ned an
addition to tax of $2,089.35 under section 6651(a)(1l) and an
anount to be determ ned under section 6651(a)(2). Respondent

al so determ ned accuracy-rel ated penalties of $1,916 and
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$7, 493. 59 under section 6662 for 2004 and 2005, respectively.
Al'l section references are to the Internal Revenue Code in effect
for the years in issue, and all Rule references are to the Tax
Court Rules of Practice and Procedure.

After concessions, the issues for decision are whether
petitioners are entitled to reduce rental income and capital
gai ns by anounts not conceded by respondent; whether petitioner
Est her K. Chow was a professional ganbler, entitling her to
deduct fully her ganbling | osses agai nst ganbling i ncone on
Schedule C, Profit or Loss From Busi ness, as business | osses or
whet her those | osses are deductible only on Schedule A Item zed
Deductions, as item zed deductions; whether petitioners are
liable for additions to tax under section 6651(a) for late filing
of their 2004 Federal incone tax return; and whether petitioners
are |iable for penalties under section 6662(a) with respect to
their 2004 and 2005 returns.

FI NDI NGS OF FACT

Sone of the facts have been stipulated, and the stipul at ed
facts are incorporated in our findings by this reference.
Petitioners resided in San Gabriel, California, at the tine that
they filed their petition.

Petitioner John F. Chow (Dr. Chow) is a retired physician.
Petitioner Esther K Chow (petitioner) studied as a nedical

| aboratory technician. From 1974 through 1994, petitioners
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operated a nedical practice. They built a nedical office and
phar macy on property on Del Mar Avenue in Rosenead, California.
In 2004 and 2005, petitioners’ incone consisted of rental incone,
gains fromsales of real property, and Social Security benefits.

Petitioners’ rental property included residential property
on Lilac Place in Los Angeles and, before its sale in 2005, the
Del Mar Avenue property. They incurred various expenses,

i ncluding | egal expenses, relating to the rental property.

During 2005, they incurred expenses of $25 paid to the Departnent
of Water and Power and $70.20 paid to the Departnent of Building
and Safety with respect to the Lilac Place property.

The Del Mar Avenue property was sold in 2005 for $970, 000.
At that tine, petitioners paid $51,760 to secure release of a
lien recorded against the property by their fornmer attorney,
Kennet h Hopp. Hopp had represented petitioners in relation to a
civil rights action against San Bernardino County, California.
The lien was filed after Hopp secured a judgnent agai nst
petitioners.

Also at the tinme the Del Mar Avenue property was sol d,
petitioners paid $25,000 to Dr. Chow s sister and her husband in
repaynent of a | oan.

About 1987, petitioner began ganbling. After Dr. Chow
underwent surgery in 2003, petitioner began playing slot machi nes

extensively and exclusively at the Mdirongo Casino in Cabazon,
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California. She ganbled on 124 days in 2004 and 176 days in
2005.

In 2004, petitioner won 15 jackpots of $2,000 or nore, and
in 2005 she won 98 jackpots of $2,000 or nore. |In 2005, she won
two $10, 000 jackpots; two $15,000 jackpots; and single jackpots
of $13,500, $13,530, $18, 750, $19, 200, $25,000, and $32,000. In
all, she had ganbling w nnings of $283,072 and ganbling | osses of
$339,832 in 2004. She had ganbling wi nnings of $1,079, 292 and
ganbling | osses of $1,232,005 in 2005. If the w nnings and
| osses are cal cul ated on a net basis for each slot machine
session in which she played over a period of time and did not
take nore than a 3-hour break, she had total ganbling inconme of
$36, 216 and | osses of $93,862 in 2004 and incone of $231,836 and
| osses of $383,507 in 2005.

Petitioners did not use a professional preparer to prepare
their Federal income tax returns. The first Form 1040, U.S.
| ndi vi dual | ncone Tax Return, for 2004 received by the Internal
Revenue Service (I RS) was signed on Cctober 31, 2006, and
recei ved on Novenber 1, 2006. It was |abeled “Amended Return”
but was not on a Form 1040X, Anmended U.S. Individual |ncome Tax
Return, prescribed for anended returns. On that return,
petitioners deducted on Schedule A $60,350 as ganbling | osses,
whi ch they included in the anount of item zed deductions used to

of fset their adjusted gross incone. They reported no taxable
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i ncone and no tax due. Copies of 31 Forns W2G Certain Ganbling
W nni ngs, were attached to the return.

On January 22, 2007, petitioners signed and sent to the IRS
a Form 1040X for 2004. They again included $60, 350 as ganbling
| osses on Schedul e A and deduct ed t hem agai nst adj usted gross
income. They reported no taxable incone and no tax due.

On February 5, 2007, petitioners signed and sent to the IRS
anot her Form 1040X for 2004. On this Form 1040X, petitioner was
identified as a “professional ganbler since 1987”. On a Schedul e
C, petitioners reported ganbling i ncone of $60, 360 (the amounts
shown on the attached copies of Forns W2G and deducted “cash
capital used” of $88, 650, showing a Schedule C |oss of $28, 540.

Al t hough the manner of conputation is unclear fromthis Form
1040X, the reported adjusted gross incone was reduced by anmounts
that included the clainmed ganbling | osses. Petitioners reported
no taxable inconme and no tax due.

Petitioners’ Form 1040 for 2005 was signed by petitioners
and sent to the IRS on April 17, 2006. Both petitioners were
shown as “retired”. On that return, they reported a $607, 133
gain fromsale of the Del Mar Avenue property. They deducted
from adj usted gross incone $334,217.90 as ganbling | osses based
on a detailed “Ganbling Statenent For 2005” attached to the
return, but they did not include a Schedule C. Anong the

deducti ons cl ai med on Schedul e A as m scel | aneous deducti ons were
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“l oans rei mbursenments ($25,000 + $53,000)” totaling $78, 000.
Again petitioners reported no taxable incone and no tax due.

On August 28, 2006, petitioners signed and sent to the IRS a
Form 1040 mar ked “Amended Return 2005”. Their occupations were
shown as “retired”. On Schedule A petitioners clained as
m scel | aneous deductions “GAMBLI NG LOSSES: Capital used:
$1, 054, 170 WG forns: $710, 543" and included $710,543 in the
total item zed deductions clained. They also deducted $710, 543
from adj usted gross incone on the first page of the Form 1040 and
reported no taxable income and no tax due.

On February 5, 2007, petitioners signed and sent to the IRS
a Form 1040X for 2005. On this Form 1040X, petitioner was shown
as a “professional ganbler since 1987 to present”. A Schedule C
was attached and reported a | oss of $347,591, which was cl ai ned
to reduce adjusted gross incone. Petitioners reported $35, 764 as
t axabl e i ncone and $4, 636 tax due.

Sonetime before the Fornms 1040X were submtted to the IRS in
February 2007, petitioner met wwth an I RS representative
concerning the proper nethod of reporting petitioners’ inconme and
| osses. The use of Schedule C was commenced after di scussions
with the IRS representative. Sonetine before August 3, 2008,
(the date of the statutory notice), petitioners’ returns were
exam ned by the IRS. During the course of the exam nation, bank

records, including cancel ed checks, were delivered to the
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exam ni ng agent. The records were subsequently m splaced and
were not available by the tinme of trial in July 2009.

OPI NI ON

Unfortunately, the parties have expended much effort during
the process of this case disputing matters that have no effect on
the decision to be entered. Petitioners have fromthe begi nning
and through their posttrial briefs chosen to nake spurious
attacks on respondent’s agents and counsel and to file notions
and requests for relief that have no reasonable basis in fact or
inlaw Their clainms range fromdeliberate destruction and
falsification of records to “elder abuse”. W wll|l not detail or
address those clainms in this opinion because they have no
colorable nerit and do not affect the resolution of issues
properly before the Court.

Notwi t hstanding the difficulties created by petitioners’
approach to this case, the parties were able to settle
substantial issues and to enter into stipulations of many of the
controlling facts. Respondent has conceded charitable
contribution deductions and sone rental expenses that had been
disallowed in the statutory notice. Qher clained rental
expenses and basis adjustnents relating to petitioners’ sale of
the Del Mar Avenue property remain in dispute as personal
expenses or are unsubstantiated. The nost significant issue is

classification of petitioner’s ganbling | osses as business | osses
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of a professional ganbler or losses in an activity not engaged in
for profit. |If the forner, the |osses may fully offset the gains
reportable on Schedule C. If the |osses are only reportable as
item zed deductions on Schedule A the item zed deductions (other
than the ganbling | osses) are subject to reduction pursuant to
section 68. The addition to tax for late filing of petitioners’
2004 return and the accuracy-related penalty for both years al so
remai n in dispute.

As a general rule, taxpayers have the burden of proving that
they are entitled to the deductions that they claim Rule

142(a); New Colonial lce Co. v. Helvering, 292 U S. 435, 440

(1934); Rockwell v. Conm ssioner, 512 F.2d 882, 886 (9th Cr

1975), affg. T.C. Meno. 1972-133. Under section 7491(a), the
burden of proof shifts to respondent if petitioners conplied with
requirenents to substantiate an item maintained all required
records, and presented credible evidence as to a factual issue.

Rent al Expenses

Petitioners claimexpenses in 2004 and 2005 relating to
their Lilac Place rental property beyond the amounts allowed in
the statutory notice or conceded by respondent. The disputed
items for 2004 relate to |lawsuits involving petitioners, a real
estate broker, and others. Although petitioners have presented
partial docunments from several |awsuits, they have not presented

credi bl e evidence or corroborating evidence that they paid in
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2004 the anpunts that they claimfor that year. They are not
entitled to any additional rental deductions for 2004.

For 2005, petitioners presented copies of two noney orders
for $25 and $70. 20 dated in 2005. The noney orders appear to be
for public services relating to the Lilac Place property.
Petitioners are entitled to an additional deduction of $95.20 on
Schedul e E, Supplenental | ncone and Loss.

Del Mar Avenue Property Adjustnents

Petitioners seek to reduce their taxable gain on the sale of
the Del Mar Avenue property in 2005 by the anobunts used to pay
of f a judgnent obtained by their fornmer attorney and to pay back
a loan fromrelatives. Petitioners originally reported these
itenms as m scel |l aneous expenses on Schedule A, Respondent
contends that the origin of the judgnent, i.e., attorney s fees
incurred in civil rights litigation, was personal.

Petitioners contend that renoval of the judgnent |ien was
necessary to “clear title” to the Del Mar Avenue property and
that Hopp's fees were deductible attorney’s fees. However,
respondent is correct that paying a judgnent having a personal
origin does not increase petitioners’ basis in the property sold
and that attorney’'s fees incurred in personal litigation are not

ot herwi se deductible. See generally United States v. G lnore,

372 U.S. 39, 49 (1963) (holding that the origin and character of

the claimwith respect to which the expense was incurred, not its
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consequence to the taxpayer, is controlling in the determ nation
of whether the expense is business or personal). The litigation
with petitioners’ former attorney had no relationship to
operating, acquiring, or defending title to the Del Mar Avenue
property. Paynent of the judgnent obtained by the attorney was a
nondeducti bl e personal expense under section 262 and did not

i ncrease petitioners’ basis in the Del Mar Avenue property under

section 1016. See Heger v. Commi ssioner, T.C Meno. 1993-408,

affd. w thout published opinion 35 F.3d 561 (5th Cir. 1994).

Petitioners claimthat they borrowed $25,000 fromrel atives
and repaid the loan at the tinme the Del Mar Avenue property was
sold. On their original Federal inconme tax return for 2005, they
deducted this anmpbunt as “loans rei nbursenents” on Schedule A It
was not separately item zed on the schedules attached to the
amended returns for 2005. Petitioners have not presented
credi bl e evidence that $25,000 was spent on amounts properly
added to the basis of the property. They have failed to satisfy
their burden of proof or to shift the burden of proof to
respondent with respect to this item

Petitioner’'s Ganbling Activities

The parties have stipulated petitioner’s wi nnings and | osses
as reflected in the records maintained by the Mrongo Casino.
Respondent has cal cul ated the | osses using a “session-based

analysis”, i.e., by netting wins and | osses per slot machine
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session, as described in LaPlante v. Commi ssioner, T.C Mno.

2009-226. Regardl ess of the nethodol ogy, petitioner’s | osses
exceeded her winnings in each year. She is not, however,
entitled to deduct those | osses against other incone, even if we
conclude that she is a professional ganbler. See sec. 165(d);

Boyd v. United States, 762 F.2d 1369, 1372-1373 (9th G r. 1985);

Kochevar v. Comm ssioner, T.C. Menp. 1995-607.

Petitioners rely on Conm ssioner v. Goetzinger, 480 U S. 23
(1987), as simlar to petitioner’s situation and the standard by
whi ch she should be determned to be a professional ganbler. In

Conm ssioner v. Goetzinger, supra at 35, the Suprene Court held

that “if one’s ganbling activity is pursued full time, in good
faith, and with regularity, to the production of incone for a
l'ivelihood, and is not a nere hobby, it is a trade or business”.
The Suprene Court did not hold, as petitioners contend, that al
ganblers are in the trade or business of ganbling and that
classifying ganblers is inproper discrimnation. Respondent

asserts that the facts of G oetzinger are not simlar to those of

thi s case.

Consistent with other cases using the G oetzinger standard,

the parties anal yze petitioner’s ganbling activities wth regard

to regul ations promul gated under section 183 to identify

activities not engaged in for profit. See, e.g., Hastings v.



- 12 -
Conmi ssioner, T.C. Menp. 2009-69; Merkin v. Conmmi ssioner, T.C

Meno. 2008- 146.

Whet her the taxpayer engages in an activity with the primary
purpose of making a profit is a question of fact to be resolved
based on all the facts and circunstances in a particul ar case.

&olanty v. Conmi ssioner, 72 T.C 411, 426 (1979), affd. w thout

publ i shed opinion 647 F.2d 170 (9th Gr. 1981); sec. 1.183-2(a),
Incone Tax Regs. Wile the test for whether a taxpayer engaged
in an activity with the intention of making a profit takes into
account the subjective intention of the taxpayer, greater weight
is given to the objective facts than is given to the taxpayer’s
mere statenment of intent. See sec. 1.183-2(a), Inconme Tax Regs.
Section 1.183-2(b), Inconme Tax Regs., provides a
nonexclusive list of relevant factors to be wei ghed when
consi dering whether a taxpayer is engaged in an activity for
profit. The relevant factors are: (1) The manner in which the
t axpayer carried on the activity; (2) the expertise of the
taxpayer or his advisers; (3) the time and effort expended by the
taxpayer in carrying on the activity; (4) the expectation that
the assets used in the activity may appreciate in value; (5) the
success of the taxpayer in carrying on other activities for
profit; (6) the taxpayer’s history of inconme or |osses with
respect to the activity; (7) the anount of occasional profits, if

any, that are earned fromthe activity; (8) the financial status
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of the taxpayer; and (9) whether el enents of personal pleasure or
recreation are involved in the activity. No one factor is
determ native of whether an activity is engaged in for profit.

Brannen v. Comm ssioner, 722 F.2d 695, 704 (11th Cr. 1984),

affg. 78 T.C. 471 (1982); olanty v. Comm Ssioner, supra at 426;

sec. 1.183-2(b), Incone Tax Regs. Sone of the factors do not
apply or are neutral here.

Respondent asserts that petitioner had no business plan, did
not seek or follow expert advice, and did not adhere to her
all eged pattern of strategic tines to ganble. Thus respondent
argues that petitioner did not carry on her activities in a
busi nessl i ke manner and did not use the skills involved in her
prior successful activity of managing Dr. Chow s nedi cal
practice.

Petitioner testified that she had “on the job” training as a
prof essi onal ganbl er beginning in 1987; that she read a coupl e of
books about sl ot machine strategy; and that she had reasons for
ganbling on particul ar days and during particular hours. The
nature of ganbling or other high-risk activities makes conpari son
t o busi nesslike conduct of nore traditional businesses difficult.
There seemto be no recogni zabl e standards for a busi nesslike
approach to slot machine ganbling. Therefore these factors are

not concl usi ve.
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The record contains informati on about petitioner’s history
of profits and |losses only for the 2 years in issue. Petitioner
recei ved substantial jackpots, but she continued to play until
the overall results, whether on a session-by-session basis or an
annual basis, were substantial |osses. Her ganbling and her
| osses increased from 2004 to 2005, when the substantial proceeds
of the sale of the Del Mar Avenue property permtted her to
increase the “capital” she clains to have invested in the
ganbling activity. Petitioners, however, were retired, and the
record suggests that sale of the Del Mar Avenue property
elimnated a substantial source of rental incone. Petitioners’
ot her inconme would not permt petitioner to sustain such | osses
indefinitely in the future. Petitioners’ situation is
di stingui shabl e from cases respondent cites in which other
sources of incone allowed a taxpayer to pursue an activity as a
hobby, w thout expectation of profit.

The parties dispute whether petitioner maintained
appropriate records of her ganbling activities. Petitioners
claimthat respondent’s agents are responsible for |oss of
certain records and that, therefore, respondent cannot show t hat
they did not maintain adequate records. Petitioner did not
mai ntai n a | ogbook, but the casino records of her activities
al l owed the parties to reconstruct the stipul ated amounts of

w nnings and | osses. Cf. Estate of Espinoza v. Conm SSioner,
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T.C. Meno. 2005-239. The schedul es and Forns W2G attached to
petitioners’ returns were detailed as to dates and anounts.
Wil e petitioners’ cal cul ati ons of deductible | osses were
erroneous, they appear to be attributable to a m sunderstandi ng
of the law rather than to insufficient records.

Respondent acknow edges that petitioner engaged in ganbling
during 2004 and 2005 with continuity and regularity. It is
uncl ear from her testinony whether she derived pleasure fromit,

but that factor is generally neutral. See, e.g., Strickland v.

Commi ssioner, T.C Menp. 2000-309. Petitioner strongly disputes

a suggestion by respondent’s agent that her ganbling was
“conpul sive” or “addictive”. Her activities appear simlar to
those in other cases not involving professional ganblers, but
there is no evidence fromeither party sufficient to draw a

concl usi on about psychol ogical factors. Cf. Ggliardi V.

Conmi ssioner, T.C. Meno. 2008-10.

Bearing in mnd that the expectation of profit is a matter
of subjective intent and need not be reasonable, see sec. 1.183-
2(a), Incone Tax Regs., we believe that the preponderance of the
evi dence favors petitioner’s claimthat during 2004 and 2005 she
pursued ganbling with a profit objective. This is a close case,
and petitioners would be prudent to abandon ganbling as a
potential source of income. W conclude, however, that

petitioner was a professional ganbler during 2004 and 2005 and
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may deduct her ganbling | osses to the extent of her ganbling

W nni ngs on Schedule C. O course, she may not deduct any excess
| osses frompetitioners’ adjusted gross inconme from other

sour ces.

Late Filing of 2004 Return

Section 6651(a)(1l) provides that, in the case of failure to
file a tax return on the date prescribed for filing (including
any extension of tinme for filing), there shall be added to the
tax required to be shown on the return an anount equal to 5
percent of that tax for each nmonth or fraction thereof that the
failure to file continues, not exceeding 25 percent in the
aggregate, unless it is shown that the failure to file tinely is
due to reasonabl e cause and not due to willful neglect. Under
section 7491(c), respondent has the burden of production and has
produced records showi ng that petitioners’ 2004 return was not
received by the RS until Novenber 2006.

Petitioners claimthat they filed a Form 1040 for 2004 on
April 10, 2005, and that they always filed their tax returns on
time. The docunent that petitioners claimwas their tinely Form
1040 dated April 10, 2005, has attached Schedules C and E that
are identical to those attached to the Form 1040X sent to the IRS
in February 2007; they are not attached to the purported anended

return filed i n Novenmber 2006. Petitioners claimthat the
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attachnments were erroneous due to rushing to include the docunent
as an exhibit to the stipulation.

After reviewing the entire history of petitioners’ filings
and shifting positions, we cannot accept the testinony concerning
atinely filed return for 2004. Because petitioners deny that
the return was | ate, they have not suggested any reasonabl e
cause. Therefore, petitioners are liable for an addition to tax
under section 6651(a) on the reconputed deficiency for that year.

Section 6662 Accuracy-Rel ated Penalty

Section 6662(a) and (b)(1) and (2) inposes a 20-percent
accuracy-rel ated penalty on any underpaynent of Federal incone
tax attributable to a taxpayer’s negligence or disregard of rules
or reqgul ations, or substantial understatenent of incone tax.
Section 6662(c) defines negligence as including any failure to
make a reasonable attenpt to conply with the provisions of the
I nt ernal Revenue Code and defines disregard as any carel ess,
reckless, or intentional disregard. D sregard of rules or
regul ations is careless if the taxpayer does not exercise
reasonable diligence to determ ne the correctness of a return
position that is contrary to the rule or regulation. Sec.
1.6662-3(b)(2), Incone Tax Regs.

On each version of their Forns 1040, petitioners attenpted
to deduct wagering | osses agai nst other incone, directly contrary

to section 165(d). That issue alone justifies application of the



- 18 -
penalty to the final reconputed deficiency for each year.
Petitioners also clained deductions that were contrary to section
262 or were not substantiated. They spoke to IRS representatives
but obviously rejected or msinterpreted the advice they
received. There is no indication that they ever sought
i ndependent professional tax return preparation advice or
ot herwi se exercised reasonable diligence to determ ne the

correctness of their returns. As in Unstead v. Conmni Ssioner,

T.C. Meno. 1982-573, petitioners were negligent in displaying an
unwi | | i ngness to understand any explanation of the tax |aws ot her
than their own m sguided notions. Their tendency to use self-
hel p caused problens with their returns and with their conduct of
this case, and they are urged to consult conpetent tax

prof essionals before filing their returns or engaging in
l[itigation in this Court in the future.

Petitioners also claimthat there are no penalties due
because they owe no tax, but they are wong about that. The
section 6662 penalty will apply to the reconputed deficiency for
each year

We have considered the other argunents of the parties. They
are irrelevant, noot, or without nmerit. To reflect concessions

and our concl usi ons stated above,

Deci sion will be entered

under Rul e 155.




