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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Judge: Respondent determ ned deficiencies and
penalties with respect to petitioners’ Federal incone taxes for

1998 and 1999 as foll ows:



Penal ti es
Year Defi ci ency Sec. 6662 Sec. 6663

1998 $31, 816 $4, 063 $8, 627
1999 76, 768 9, 250 22, 887

After concessions by the parties, the issue for decision is

whet her petitioners are entitled to a | oss deduction for 1999 for
the cash that petitioner Edman Hackworth forfeited to the State
of South Carolina as a result of his violation of South
Carolina s ganbling | aws.

Unl ess otherw se indicated, all 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. All amounts have been rounded to the nearest dollar.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference. At the
time that the petition in this case was filed, petitioners
resided in Geer, South Carolina.

Backgr ound

During 1998 and 1999, petitioner Edman Hackworth
(petitioner) owned and operated Sand Trap, Inc., an
S corporation. Sand Trap, Inc., operated a bar naned “Sand Trap
Lounge” (the Sand Trap) in Geenville, South Carolina, during

t hose years.
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I n Decenber 1997, the G eenville County (South Carolina)
Sheriff’'s Ofice (GCSO began an investigation of petitioner
based upon information that he was operating an illegal ganbling
busi ness out of his residence and out of the Sand Trap. On or
about July 27, 1999, GCSO began surveillance on the Sand Trap and
on petitioners’ residence. Between August 4 and Septenber 2,
1999, a GCSO officer frequented the Sand Trap in an undercover
capacity. \Wile working undercover at the Sand Trap, this
of ficer placed bets on various sporting events and observed ot her
ganbling and ganbling-related activities. On or about August 28,
1999, GCSO officers collected several trash bags fromthe
roadside in front of petitioners’ residence. One of these trash
bags was filled with used ganbling paraphernalia and business
records frompetitioner’s ganbling operation.

On or about Septenber 7, 1999, GCSO officers executed a
search warrant on petitioners’ residence. Petitioner was at hone
at the tinme that this search warrant was executed and was pl aced
under arrest for bookmaking and setting up a lottery. Shortly
after arresting petitioner, GCSO officers placed petitioner
Debbi e Kay Hackworth (M's. Hackworth) under arrest at one of her
busi ness | ocations for bookmaki ng and brought her back to
petitioners’ residence. Upon searching petitioners’ residence,
GCSO di scovered, inter alia, (1) a betting roomw th seven

t el ephone |ines, tape-recording devices, two conputers, and
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ganbl i ng paraphernalia; (2) keys to petitioner’s safety deposit
box at Carolina First Bank; and (3) a total of $63,589 in cash,
all of which was seized. The cash was discovered in the
foll ow ng ambunts and | ocations in petitioners’ residence:

(1) $46,814 in a safe in the betting room (2) $3,516 in the
kitchen; (3) $1,259 in Ms. Hackworth’s purse; and (4) $12,000 in
Ms. Hackworth’s closet in the master bedroom Al so on or about
this date, GCSO officers executed a search warrant on the Sand
Trap and di scovered and sei zed ganbli ng paraphernalia, $10,705 in
cash froma back roomsafe, and $81 in cash from behind the bar
that was part of a betting pool.

On or about Septenber 8, 1999, GCSO officers executed a
search warrant on petitioner’s safety deposit box at Carolina
First Bank and di scovered and seized $90,900 in cash contai ned
therein. Wth this seizure, GCSO had seized a total of $165, 275
in cash frompetitioners.

On Septenber 30, 1999, petitioner voluntarily consented to
forfeit to the State of South Carolina $152,016 of the cash that
had been seized by GCSO in connection with his arrest and the
execution of the search warrants descri bed above by signing and
dating a docunent entitled “CONSENT FORFEI TURE OF MONI ES DERI VED
FROM GAMBLI NG’ (consent fornm). The consent form provided, in
pertinent part, as follows:

Def endant’ s/ respondent’ s property was seized as a
result of an investigation and arrest of the defendant
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on SEPT. 09, 1999 for a violation of South Carolina

Ganbling Statutes. The defendant was charged with

ADVENTURI NG | N LOTTERY

The parties now desire to enter into a conprom se

settlenment to avoid litigation whereby the defendant

agrees to voluntarily relinquish all rights and

ownership to the defendant’s property.

| T | S THEREFORE ORDERED t hat the

def endant’ s/ respondent’s property of $152,016.00 (ONE

HUNDRED AND FI FTY- TWO THOUSAND AND SI XTEEN DOLLARS) in

United States Currency be forfeited pursuant to sec.

16-19- 80, Code of Laws of South Carolina (1976), as

amended.
GCSO gave petitioner a formthat explained the consent form
Also on this date, the $1,259 in cash that had been seized from
Ms. Hackworth’s purse and the $12,000 in cash that had been
seized fromMs. Hackworth's closet were returned to petitioner

On or about Novenber 22, 1999, petitioner pleaded guilty to
“Adventuring in lotteries” in violation of section 16-19-20 of
t he Code of Laws of South Carolina (1976). |In connection with
petitioner’s guilty plea, he was issued a citation and paid a
$125 fi ne.

Petitioners’ |Incone Tax Return for 1999

Petitioners’ joint Federal incone tax return for 1999 was
due to be filed with the Internal Revenue Service (IRS) Center in
Atl anta, Ceorgia, by October 16, 2000. Petitioners did not file
their 1999 return, however, until October 20, 2000. Louis G

Mani os prepared petitioners’ 1999 return.
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Petitioners attached three Schedules C, Profit or Loss From
Business, to their 1999 return. The first two Schedules C
related to businesses operated by Ms. Hackworth. The third
Schedule Crelated to petitioner’s ganbling activities. On his
Schedul e C, petitioner reported gross receipts of $178,236 from
his ganbling activities, which were referred to as “services” on
this form Petitioner also deducted $152,016 for “legal and
prof essional services” on this form This deduction was taken
for the cash that petitioner forfeited to the State of South
Carolina as a result of his violation of South Carolina’s
ganbling | aws.

In the statutory notice of deficiency sent to petitioners,
in addition to the adjustnents no | onger contested, the IRS
di sal |l oned t he $152, 016 deduction claimed on petitioner’s
Schedule C. The IRS determ ned that petitioners had not
established that any anmount of this clainmed deduction represented
a deducti bl e expense, was an ordinary and necessary busi ness
expense, or was expended for the purpose designated.
Accordingly, the IRS increased petitioners’ taxable inconme for
1999 by $152, 016.

OPI NI ON

Petitioners seek a deduction for the cash that petitioner

voluntarily forfeited to the State of South Carolina under

section 16-19-80 (“Forfeiture of wagers”) of the Code of Laws of
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South Carolina (1976) as a result of his violation of South
Carolina s ganbling laws. Petitioners have not argued that this
deduction falls under section 162 as an ordinary and necessary
busi ness expense, so we rely on the general principle that a
deduction for property forfeited under Federal or State
forfeiture laws, if allowed at all, falls under the |oss

deduction provisions of section 165. See Fuller v. Conm ssioner,

213 F.2d 102, 105-106 (10th Gir. 1954), affg. 20 T.C. 308 (1953):

Hol nes Enters., Inc. v. Comm ssioner, 69 T.C. 114, 116-117

(1977); Holt v. Comm ssioner, 69 T.C. 75, 78-79 (1977), affd. per

curiam 611 F.2d 1160 (5th G r. 1980); see al so Ganbina v.

Comm ssioner, 91 T.C. 826, 827 n.3 (1988); Bailey v.

Commi ssioner, T.C Meno. 1989-674, affd. w thout published

opinion 929 F.2d 700 (6th GCr. 1991); Mck v. Conmm ssioner, T.C

Meno. 1989-490; Farris v. Conm ssioner, T.C. Menp. 1985-346,

affd. without published opinion 823 F.2d 1552 (9th Cr. 1987).
Accordi ngly, we nust decide whether petitioners are entitled to a
| oss deduction under section 165 for 1999.

Section 165(a) allows a deduction for “any | oss sustained
during the taxable year and not conpensated for by insurance or
otherwise.” 1In the case of an individual, the deduction is
limted to | osses incurred in the individual’'s trade or business
or in any transaction entered into for profit and to certain

casualty losses. Sec. 165(c). The facts disclose that
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petitioner was operating an illegal ganbling enterprise in 1999.
Thus, the deduction asserted by petitioners falls conceptually
within the anbit of section 165(a) and (c)(1). Courts have
consistently found that a | oss deduction will be denied, however,
where the deduction would frustrate a sharply defined Federal or

State policy. See, e.g., Wod v. United States, 863 F.2d 417,

420-422 (5th Gr. 1989); United States v. Al genene Kunstzijde

Unie, N V., 226 F.2d 115, 119-120 (4th Gr. 1955); Fuller v.

Conmi ssi oner, supra at 105-106; Bl acknan v. Commi ssioner, 88 T.C.

677, 682-683 (1987), affd. w thout published opinion 867 F.2d 605

(1st Cr. 1988); Holnes Enters., Inc. v. Conm Ssioner, supra at

117-118; Holt v. Conm ssioner, supra at 79-81; Miurillo v.

Comm ssioner, T.C Meno. 1998-13, affd. w thout published opinion

166 F.3d 1201 (2d Cir. 1998); Bailey v. Conm ssioner, supra; Mck

V. Conm ssioner, supra; Farris v. Conm ssioner, supra;, Hopka v.

United States, 195 F. Supp. 474, 477-483 (N.D. lowa 1961); see

also King v. United States, 152 F.3d 1200, 1202 (9th Cr. 1998);

Standard Q1 Co. v. Comm ssioner, 129 F.2d 363, 370-371 (7th G

1942), affg. 43 B.T.A 973 (1941).

Respondent contends that petitioners should not be allowed a
| oss deduction for the cash that petitioner forfeited to the
State of South Carolina because the allowance of such a deduction
woul d frustrate South Carolina s sharply defined policy against

illegal ganbling. Petitioners assert, wthout citation of
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authority, that respondent has the burden of proving by clear and
convi nci ng evidence that the “public policy exception” applies to
deny the | oss deduction for the cash that petitioner forfeited.
Petitioners rely vaguely on the “l egislative design under sec.
162". Neither the statutory |anguage of section 165 nor the
caselaw interpreting that section supports petitioners’
proposition. In any event, the issue in this case is essentially
| egal, and the outcone does not depend on the burden of proof.

South Carolina had a sharply defined policy against illegal
ganbling in 1999 as expressed in its statutes and enforced by the
GCSO.  Petitioner acknow edged that the forfeiture was nade
pursuant to the laws of South Carolina and pleaded guilty.
(Petitioner’s claimthat his consent to the forfeiture was
“revoked” is uncorroborated and unpersuasive.) To allow
petitioners a deduction for a loss arising out of petitioner’s
illegal activities would underm ne South Carolina’ s policy by
permtting a portion of the forfeiture to be borne by the Federal
Governnment, thus taking the “sting” out of the forfeiture. See

Tank Truck Rentals, Inc. v. Conm ssioner, 356 U S. 30, 35-36

(1958); Wod v. United States, supra at 422; Holt v.

Conmi ssi oner, supra at 81; Miurillo v. Comm ssioner, supra; Muck

V. Conm ssioner, supra; Farris v. Conm ssioner, supra;, Hopka v.

United States, supra at 482-483. | n accordance with these

controlling precedents, petitioners are not entitled to a | oss
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deduction under section 165 for 1999 for the cash that petitioner
forfeited to the State of South Carolina.

Petitioners contend that petitioner’s forfeiture is invalid
because it was disproportionate to his crinme and viol ated the
Ei ght h Amendnent to the Constitution and, also, because it did
not conply with the laws of South Carolina. Accordingly,
petitioners conclude that they should be allowed a | oss deduction
for the cash that petitioner forfeited because the “public policy
exception” applies only “when the underlying action by the
governnent is |legal and properly conducted by the state
authorities under their own |laws and the |laws of the United
States”. Petitioners’ contention as to the validity of the
forfeiture, however, is not properly an issue in this Court. The
Tax Court is a court of limted jurisdiction, and we nay exercise
our jurisdiction only to the extent authorized by Congress. See

sec. 7442; Naftel v. Comm ssioner, 85 T.C 527, 529 (1985); see

al so Comm ssioner v. Gooch MIling & Elevator Co., 320 U S. 418,

420, 422 (1943). This Court lacks jurisdiction over petitioners’
collateral attack on the forfeiture.

Petitioners further contend that the danage done to South
Carolina s policy against illegal ganmbling is outweighed by
congressional intent that “business |osses” be allowed to be
deducted and that the incone tax be inposed upon a taxpayer’s net

income. In support of this contention, petitioners cite Lilly v.
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Comm ssioner, 343 U S. 90 (1952); Conmm ssioner v. Sullivan, 356

U S 27 (1958); Comm ssioner v. Tellier, 383 U S. 687 (1966);

G ossman & Sons, Inc. v. Conm ssioner, 48 T.C. 15 (1967); and

Edwards v. Bronberg, 232 F.2d 107 (5th Cr. 1956). As we discuss

bel ow, petitioners’ reliance on these cases is m spl aced.
Consequently, petitioners’ contention is unpersuasive.

In Lilly v. Conm ssioner, supra, opticians sought to deduct

paynments that they nade to eye doctors as ordinary and necessary
busi ness expenses. These paynents were nade pursuant to
agreenents that reflected an established and w despread practice
in that industry whereby the eye doctors agreed to reconmend
their patients to certain opticians and the opticians agreed to
pay those referring eye doctors one-third of the retail sales
price that they received for the eyegl asses that they sold. The
Court of Appeals for the Fourth Grcuit held such paynents
nondeducti bl e on the grounds that they were against public
policy. The Suprene Court reversed, however, holding that the
paynments did not stand on the sanme basis as expenditures that

vi ol ated some Federal or State |law or that were incidental to

such violations. The Court drew a distinction between these

paynments, which were at nost professionally unethical, and
out | awed expenditures, which, by virtue of their illegality,

frustrated sone sharply defined Federal or State policy.
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Petitioner’s proceeds fromhis illegal ganbling enterprise
were not akin to the paynents in dispute in Lilly. The noneys
seized frompetitioner were presunptively the essence of his
illegal venture. The forfeiture was incidental to petitioner’s
violation of South Carolina s ganbling laws. Therefore, the
holding in Lilly does not support petitioner’s argunent.

In Conm ssioner v. Sullivan, supra, the Suprene Court held

that an illegal ganbling enterprise is a business for Federal tax
pur poses and that deductions for ordinary and necessary business
expenses involved in operating the enterprise were all owabl e.

The Court reasoned that to deny such deductions would result in
taxing the gross receipts of the business rather than its net

incone. In Comm ssioner v. Tellier, supra, the taxpayer sought a

deduction for legal fees incurred in the unsuccessful defense of
a crimnal prosecution relating to his business. The
Comm ssi oner conceded that the fees were ordinary and necessary
busi ness expenses. The only question was whet her the all owance
of a deduction would frustrate public policy. The Suprene Court
hel d that no public policy was frustrated by all ow ng these | egal
fees to be deducted as ordinary and necessary busi ness expenses.
Sullivan and Tellier stand for the proposition that a

taxpayer may be allowed to deduct legitimate (i.e., ordinary and
necessary) business expenses in the operation of an illegitimte

enterprise. That concept is not determnative in our analysis of
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this case because we are dealing with a forfeiture that does not
qualify as an ordinary and necessary busi ness expense under
section 162. Furthernore, the all owance of a |oss deduction in
this case would underm ne the inpact of South Carolina s sharply
defined policy against illegal ganbling. Accordingly, Sullivan
and Tellier are inapposite.

In Gossman & Sons, Inc. v. Conm SSioner, supra, we

considered a situation in which a taxpayer sought a deduction for
the amount that it had paid to the United States in settlenent of
a proceedi ng under the False Clains Act, 31 U S.C. secs. 231-233
(the 1952 version). After examning the record of the settl enent
negoti ati ons and the settl enent agreenent between the United
States and the taxpayer, we concluded that this paynent was nade
to rei mburse the Governnent for its danages for breach of
contract and was not a penalty or forfeiture. W also exam ned
the Fal se Cainms Act and concluded that the Act was partly
remedi al and conpensatory in nature and partly punitive. Based
upon that conclusion, we rejected the argunent that no anounts
paid or incurred in satisfaction of clains of the United States
under the False Cainms Act, whether by judgnent or by settlenent,
wer e deducti bl e because of public policy. Accordingly, we

al l oned the taxpayer to deduct the settlenent anount as an

ordi nary and necessary busi ness expense under the pre-1969

versi on of section 162.
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In G ossnman & Sons, Inc., the taxpayer settled a breach of

contract dispute with the Governnent and was all owed to deduct
the settlenment anount as an ordi nary and necessary business

expense. Unlike the facts of G ossman & Sons, Inc., petitioner’s

“paynent” (i.e., forfeiture) to the State of South Carolina
resulted fromhis violation of South Carolina s ganbling | aws and
not froma settlenent of a breach of contract dispute.

In Edwards v. Bronberg, supra, the taxpayer sought a | oss

deduction for the theft of his noney. The taxpayer had agreed to
provi de noney to another individual in order to bet on a “fixed”
horse race. The individual absconded with the taxpayer’s noney.
After deciding that there was no schenme to defraud anyone except
t he taxpayer hinself, the court allowed the deduction.

Bronberg is al so distinguishable. Petitioner’s funds were
seized by the State of South Carolina in the enforcenent of its
ganbling laws. The purpose of the seizure and forfeiture was to
cripple petitioner’s illegal ganbling activities. |If a |loss
deduction were allowed in this case, the Federal Governnent would
in effect be carrying a portion of the loss inflicted on
petitioners by the State of South Carolina because of
petitioner’s illegal activities.

Finally, petitioners contend that inposing a liability for
Federal inconme taxes on the cash that petitioner forfeited

wi thout allow ng a | oss deduction for the forfeited anount
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viol ates the Doubl e Jeopardy C ause of the Fifth Arendnent to the
Constitution. |In support of this contention, petitioners cite

United States v. Halper, 490 U S. 435 (1989).

The Doubl e Jeopardy C ause protects individuals only agai nst
the inmposition of multiple crimnal punishnents for the sanme

of fense. Hudson v. United States, 522 U. S. 93, 99 (1997)

(abrogating United States v. Hal per, supra, on this issue); see

al so Helvering v. Mtchell, 303 U S. 391, 399 (1938). The

inposition of a liability for a Federal incone tax deficiency is
remedial and is not a crimnal punishnment. See Anes v.

Comm ssioner, 112 T.C 304, 317 (1999); see also lanniello v.

Comm ssioner, 98 T.C. 165, 178-180 (1992); cf. MNi chols v.

Comm ssioner, 13 F.3d 432, 435-436 (1st Cr. 1993), affg. T.C

Meno. 1993-61. A fortiori, the denial of a deduction (i.e., the

itemthat gave rise to the incone tax deficiency in this case) is

not a crimnal punishnment. See, e.g., Miurillo v. Conmm ssioner,
T.C. Meno. 1998-13, affd. w thout published opinion 166 F.3d 1201
(2d Cir. 1998). Accordingly, denying petitioners a | oss
deduction for the cash that petitioner forfeited does not violate
t he Doubl e Jeopardy C ause.

We have considered the argunents of the parties that were
not specifically addressed in this opinion. Those argunents are

either without nerit or irrelevant to our deci sion.
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To reflect the foregoing and the concessions of the parties,

Deci sion will be entered

under Rul e 155.




