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MORRI SON, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect
when the petition was filed.! Pursuant to section 7463(b), the

decision to be entered is not reviewable by any other court, and

1Al section references are to the Internal Revenue Code
(Code) in effect for the year in issue, and all Rule references
are to the Tax Court Rules of Practice and Procedure, unl ess
ot herw se i ndi cat ed.
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this opinion shall not be treated as precedent for any other
case.

Respondent Conm ssioner of Internal Revenue (i.e., the IRS)
determ ned a deficiency in the Ors’ 2004 federal incone tax of
$16, 653 and a section 6662(a) accuracy-related penalty of $3, 331.
Petitioners Helen J. Or (Or) and Hoyt J. Or (Or’s husband)

di sagree with the IRS s determ nation. The issues for decision
are (1) whether the Ors are entitled to a deduction for Or’s
net ganbling | oss because she was a professional ganbler rather
than a casual ganbler, (2) whether they are liable for an
accuracy-rel ated penalty for a substantial understatenent of

i ncone tax for erroneously claimng the ganbling-|oss deduction
and omtting certain retirenent benefits, and (3) the extent to
which the Ors omtted certain retirenment benefits fromtheir
return. We conclude that section 165(d) prohibits the Ors from
deducting the net ganbling | oss even though Or was a

prof essi onal ganbler. W further conclude that the Ors are not
liable for the penalty because they acted in good faith and
because (a) O r’s husband’s disabling illness, (b) Or’s

di m ni shed nental capacity associated with severe depression, and
(c) Or’s efforts to prepare the return together constitute
reasonabl e cause for the errors. W wll direct that the parties
address the issue of whether the retirenent benefits the Ors did

report on their return are a portion of the anmpbunt the IRS says
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they omtted (which may nean that their taxable incone and
deficiency are lower than the IRS clains) or are a separate
anount through a Rul e 155 conputational proceeding.

Backgr ound

Or suffered fromdepression in and about 2004, the year in
issue. (The record before the Court does not describe Or’s
mental condition precisely. W followher incalling it sinply
“depression”.) Her condition is associated with di m ni shed
mental capacity to address even noderately conpl ex
responsibilities. Her boss at the railroad for which she worked
“saw [she] was nore than a little disturbed”, and sent her to a
psychol ogi st, who sent her to a psychiatrist. The psychiatri st
put her on nedication and directed that she take a | eave of
absence. Later, in 1999, the railroad granted her early

retirement on account of permanent disability.?3

2The record reflects that the Ors received paynents from
the Railroad Retirenent Board, but it does not reflect that they
recei ved any paynents froma particular railroad. It seens
possi bl e, therefore, that Or’s enployer did not itself grant her
permanent disability benefits but instead hel ped her to apply for
Rai l road Retirenment Board disability benefits. W infer that
ei t her organi zati on woul d have required proof of disability.

3On brief, the I RS suggested that we should not believe
Or’s trial testinony thus describing her diagnosis of severe
depression on the ground that the testinony |acks corroboration.
But the IRS did not question the substance of or basis for the
testinony at trial or argue that it did not then have sufficient
notice of the issue of Or’s depression and di m ni shed nent al
capacity. W observe that the testinony is congruous with Or’s
undi sputed overal |l explanation for becom ng a professional
(continued. . .)
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Or’s depression appears to have arisen, at least in part,

froma series of unfortunate circunstances that would have been a

severe enotional drain for alnbst anyone. 1In 1994, Or’s husband
was di agnosed with an illness believed to be termnal. Sone tine
later, Or’s elderly, ill nother canme to live with the Ors. In

2000, Or’s nother died. |In further explaining why she was
depressed, Or also noted that she | ost two brothers in one year
(about the time her nother died, we infer, although she did not
say which year).

O r’s husband was present at trial but did not participate
except to identify hinself. He appears not to have had any
significant economc activity during 2004. (Sonme of the
retirenment benefits at issue appear to have been his, and sone of
the interest and dividends the Ors received and sone of the
shares they sold during 2004 may have belonged to himor the Ors
jointly.) W infer that he relied on Or to prepare the Ors’
joint return, which both he and she signed. W find that his
i1l ness was reasonabl e cause for himto rely on Or to prepare

the return correctly.* Moreover, nothing before the Court

3(...continued)
ganbl er and ot herwi se apparently credible, and we reject the IRS
chal I enge on this point.

“Each spouse is generally responsible for ensuring that a
joint return the couple files is tinely and correct. See LaBelle
v. Comm ssioner, T.C Meno. 1984-69.
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suggests that he did not act in good faith. Substantially all of
the issues in this case thus relate solely to Or.

Or’s nental ability was, as she testified, “very, very
l[imted” in 2004.5°

Or’s economc activities for 2004 basically consisted of
| osing noney to ganbling and to scans. The Ors al so received
retirement benefits, dividends and interest, and sold sone
shar es.

Or decided to take up ganbling as a business around the end
of 2003. The parties agree that she ganbl ed professionally
t hr oughout 2004.¢ 1t appears that all of her ganbling for the

year was part of her ganbling business.

°She also testified, and we accept, that to sone extent her
mental abilities were still dimnished even at the time of trial.

SFor tax purposes, the term “professional ganbler” refers to
a ganbl er who ganbles as a “trade or business” (or sinply a
“busi ness”, as there appears not to be any distinction between a
“trade” and a “business” for tax purposes). See, e.g., Hochman
v. Conmm ssioner, T.C Meno. 1986-24. To be engaged in an
activity as a business, one nust be engaged in that activity (1)
with regularity and continuity and (2) primarily for the purpose
of profit. Conm ssioner v. Goetzinger, 480 U S. 23, 35 (1987).
There need not actually be a profit or even a reasonable
expectation of profit. Dreicer v. Conm ssioner, 78 T.C. 642,
644- 645 (1982), affd. w thout published opinion 702 F.2d 1205,
1983 U. S. App. LEXIS 30334 (D.C. Cir. 1983). Consequently, our
use of the term “professional ganbler” does not inply
sophi sti cati on.
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Or had previously been a casual ganbler.” She apparently
began to ganbl e heavily around the tine her nother canme to live
with the Ors.® Her netanorphosis into a professional ganbler
was likely inspired by winning a $1.2 nmllion jackpot at a casino
in 2003. Even though, as she explained, Or still had a “lot of
noney” at the end of 2003, "“it never registered on [her]”. She
t hought she “needed a job”, but that nobody would hire her.
Therefore, after consulting three other ganblers who said they
made their living through ganbling, she decided to take up
ganbling as a business. She expl ained that her professional
ganbling activity differed fromher earlier casual ganbling
activity in that she nade a greater effort to learn to ganble
profitably.

Al t hough O r becane a professional ganbler “to try to win
sone noney”, she now realizes that “it was not a smart decision.”
Or found that she could not make noney at bl ackjack or poker,
ganes in which a skilled player may in sone circunstances
reasonably expect to profit over tinme. Nor could she nmake noney
at craps, a gane in which it is generally accepted that one
pl ayi ng under typical casino rules cannot reasonably expect to

profit over tinme. She then focused on slot nachines.

A casual ganbler is a ganbler who is not a professional
ganbl er. Hochman v. Conm ssioner, supra.

8O r explained that her nother enjoyed being taken to the
casino regularly.
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Sl ot machi nes are devices that allow the player to engage in
sinple ganes of chance. It is generally accepted that a slot-
machi ne pl ayer cannot reasonably expect to profit over time. Or
tried various msguided “strategies” in her attenpt to nmake noney
pl ayi ng sl ot machines. Not surprisingly, they failed. As
di scussed in nore detail later, Or had an overall |oss of about
$200, 000 from ganbling in 2004.

Or had two other ventures during 2004.° These appear to
have been scanms of which she was a victim She descri bed one as
“some kind of a programfor grants and setting up a Wb site, and
they tal ked about how you could get grants to--for different
things. They concentrated on | ow i ncone housi ng and housi ng
prospects.” The pronoters’ high-pressure tactics would have
war ned nost people to stay away: Or had to agree up front to
pay for the programfor 39 nonths, and the program was pronoted
to her through a sem nar at which she “had to sign up then or not
sign up.” She signed up, and had expenses of $1,360 for the Wb
site business for 2004 but “was nentally unable to do anything
with it” and never received any noney through it.

Anot her, for which Or received $1,920 in 2004 (which she
reported as gross incone) but “never even got ny original noney

back” (suggesting that she had over tine “invested” a greater

°The | RS does not dispute that these activities were
busi nesses for tax purposes.
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anount), was an arrangenent that woul d supposedly “nultiply” her
i nvestnment every 90 days. She now thinks that it “was just fed
by people comng in and paying * * * to begin with”, nmeaning that
it was a Ponzi schene. W infer that she was correct.?

Or prepared the Orrs’ 2004 joint return (the “return”)
hersel f. She used the tax-preparation software TurboTax to
prepare the return. She used the program because she wanted to
avoi d conputational errors, not because she wanted the programto
tell her the appropriate tax treatnent of the ganbling business
(or any other item). As she recalls (and as we find for purposes
of deciding this case), TurboTax did not give her any warning
that the amount of ganbling | osses she clainmed m ght not be
deducti bl e. 1!

The O rs reported the tax consequences of the three
busi nesses on three respective Schedules C, Profit or Loss from
Busi ness (Sole Proprietorship), attached to the return. These

Schedul es C are sinple, and apparently required little accounting

Orr did not nmention this business in her petition, nothing
suggests that the IRS had even informal notice that it would be
addressed at trial, and the parties address it only briefly in
the course of a general explanation of the entries on the Ors’
return. Consequently, we conclude that it is not appropriate to
redetermine the Ors’ gross inconme fromthat business, or to
determ ne that they suffered any loss fromit.

IWe understand that Orr did not receive a warning to review
her entries for the ganbling business either on the ground that
the deductibility of ganbling losses is limted or on a | ess
specific ground such as that the anounts were unusually | arge.
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work to prepare. (Or kept track of her w nnings and | osses for
t he ganbling business by using a “player’s club card” issued by a
casino. Apparently, she ganbled only at one casi no, or perhaps
one group of related casinos, during 2004.'?) The |IRS does not
guestion the accuracy of the Schedul es C except in arguing that
the net ganbling | oss is nondeducti bl e.

The Schedule C for the ganbling business identified the
busi ness as “Ganbling”. It listed “Qher incone” of $909, 058 (an
anount, the parties have stipulated, consisting entirely of
“gross winnings”);?! travel expenses of $10,780 on the designated
line; and “Q her expenses”, described specifically as “ganbling
| osses”, of $1,113,766. It stated on the designated |ine that
the net loss for the business was $215,488. O this amount, the
| RS chal | enges the deductibility of $204, 708, which is the excess
of the anmbunts Or bet over her proceeds fromthe bets. W refer

to this excess as the “net ganbling | oss”.

12\\6 understand that a “player’s club card” is a card
resenbling a credit card by neans of which a ganbler enables a
casino to automatically track the ganbler’s w nnings and | osses.
See, e.g., Merkin v. Comm ssioner, T.C Meno. 2008-146.

Bt appears that the Ors may have reported their gross
recei pts fromganbling (including, for instance, all coins paid
out of slot machines) as gross incone, and their gross
expenditures on bets (including, for instance, all coins inserted
into slot machines) as |osses. As discussed later, this practice
may not have been technically correct, but the IRS does not
chal l enge the practice’ s correctness, and the use of the practice
probably does not in itself prevent the correct determ nation of
their tax liability.
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The Schedule C for her Wb site business (described as
“conputer web site and affordable hones for rent”) listed five
itenms of expenses, each apparently a sumof nonthly fees that she
paid to the pronoter of the business, for Wb site naintenance,
or for banking or simlar services, which totaled to the $1, 360
| oss she reported for the business. The Schedule C for her
busi ness whi ch now seens to have been a Ponzi schenme descri bed
t he busi ness as “readi ng advertisenents” and listed the $1,920 in
paynments she received as both gross recei pts and gross incone.

The Orrs reported $16,470 on the return’s line entitled
“Pensions and annuities”, and, of this, $9,529 on the return’s
next line, entitled “Taxable amount” (of the “Pensions and
annuities”). As we explain later, it is not clear whether these
entries reflect some portion of the Railroad Retirenment Board and
Social Security benefits the couple received, which would nean
that the remai nder of those anmounts may contribute to a
deficiency; or whether the entries reflect other incone, which
woul d nean that the entirety of the Railroad Retirenent Board and
Social Security benefits nmay contribute to a deficiency.

The Ors reported several thousand dollars in interest and
di vi dend i ncone and about $100,000 in capital gains (froma sale
of shares of Norfol k Southern stock; as one line in the short-
termcapital gain and | oss schedul e and another in the | ong-term

schedul e indicate, sales of “various ansouth funds”, which we
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i nfer probably means nutual -fund shares; and capital-gain

di stributions, probably fromthe nmutual funds) on the return.?
These entries were not conplex, and the IRS did not question

t hem

The Orrs did not report any further itens on the return
ot her than the standard deduction, personal exenptions, and
credits for a small anount of tax already paid.

O r deducted the entire net |oss of $215,488 fromthe
ganbl i ng busi ness against all of the Ors’ other inconme for the
year in conputing the taxable income to be reported on the
return. The result was a reduction of taxable incone to zero.

W now turn to Or’s attenpts to determ ne how to properly
report her ganbling business. She focused on the deductibility
of ganbling | osses.

In filing the Ors’ return for 2003, a year in which she was
a casual ganbler, Or had limted the Ors’ ganbling-I|oss
deduction to their ganbling winnings. |In response to a question
by counsel for the IRS at trial, she explained that she filed
this way not because of section 165(d) (a provision that she did
not seemto fully understand even by then), but because an IRS

publication explained that she should do so. She believed that

“Not hi ng before the Court suggests that receiving these
gains reflected special skill or judgnent.
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the guidance in the IRS publication did not apply for 2004
because she had becone a professional ganbler.

Or did not inquire as systematically or thoroughly as a
sophisticated tax practitioner mght. She did not exam ne the
Code, tax regulations, or a treatise on tax law. But she
satisfied herself that (1) she was a professional ganbler (which
is correct) and (2) therefore her ganbling | osses coul d of fset
her other incone in the sanme manner as nost other business | osses
woul d (whi ch, as discussed later, is incorrect).

Or nmade limted attenpts to seek advice fromtax
prof essional s and from ot her professional ganblers.™ She did not
have a regular tax adviser at the tine.

Or visited an IRS office in Chattanooga, Tennessee. One
| RS enpl oyee there, who appeared to be new, expressed doubt that
she could claimthe deduction; while another in the next cubicle
said, as Or recalls: “l’ve seen it done; | don't know how they
do it, but I knowthat it’s been done.”

Or did legal research. She went to the main library at a
courthouse in Trenton, Georgia. The librarian there was unabl e

to help Or except to suggest that she go to the courthouse’ s tax

These people were not called as witnesses. Gven Or’s
overall situation, it seens possible that she may not have fully
understood their advice. W find, however, that she testified
honestly, and that an honest m sunderstandi ng of their advice
(which we would accept in the light of her situation) would
simlarly informour consideration of whether there was
reasonabl e cause for the errors on her return.
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library. There was no librarian or anyone el se at the tax
l[ibrary to help her. On her own, Or found the case of

Commi ssioner v. Goetzinger, 480 U S. 23 (1987), which we discuss

|ater. She believed (as she continued to believe throughout the
proceedings in this case) that it neant that a professional
ganbl er can deduct ganbling | osses in the sane manner that one
engaged in a business can generally deduct | osses. She did not
find any other materials there that she understood to be

rel evant.

Or went to a | awyer whom soneone had recomrended to her
The | awyer expl ained that he was not a tax practitioner, but
recommended an accountant, Ben Hill

Or asked H |l whether she could claimthe deduction. She
recalls that Hi Il responded: “lI’mnot saying it can’t be done,
but I don’t know.”

Or al so approached anot her accountant. This second
accountant had in the past filed returns for another ganbler.
But she would not tell Or about the tax treatnent of ganbling
| osses because she wanted a fee and Or did not want to pay her.
The ot her professional ganblers that O r knew would not discuss

their tax affairs with her.
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Or relied in part on her past experience as a tax preparer.
She had “done busi ness taxes”!® and understood that “you deduct
busi ness | osses” (a proposition that is correct generally, but
subj ect to nunerous exceptions and limtations). She “used to be
famliar with taxes” and had worked as a tax preparer at the
mass- mar ket tax-preparation conpany H&R Bl ock. At trial, counsel
for the IRS did not ask Orr about her work at H&R Bl ock, and the
record before the Court reveals very little about it. W do not
know when she worked there, how | ong she worked there, what Kkinds
of tax work she did there, or what kinds of skills they involved.
We infer that she worked there well before 2004 because her early
retirement for permanent disability was granted by the railroad,
not H&R Bl ock, and because she was unable to find any job after
beginning to receive benefits. W also do not know what further
tax experience she may have had. Her | egal research and anal ysis
| eading to this case, and the form and content of her argunents
init, indicate that her understanding of tax lawis |imted.

See Kees v. Commi ssioner, T.C Meno. 1999-41.

After filing the return, in preparing for this case (or the

adm ni strative proceedings which led to it) Or obtained a copy

1\ do not know what kind of “business taxes” these were.
She coul d have, for instance, nerely prepared sinple Schedules C
to IRS Fornms 1040, U.S. Individual Income Tax Return, to report
i ndi vidual s’ business activities.

"W do not know what O'r’'s job at the railroad was, but the
record does not indicate that it was tax rel ated.
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of Conmm ssioner v. Goetzinger, supra, fromlegal -research

provi der Westlaw. The parties attached this copy to the
stipulation. She also read the Wb site “Professional Ganbl er
Status”, at ww. professional ganbl erstatus.com and attached an
excerpt fromits “Case Law’ page, to the Ors’ pretrial

menor andum  The Web site di scusses various differences in the
tax treatnment of casual and professional ganblers and reproduces
several ganbling-related Tax Court opinions.

The Web site “Professional Ganbler Status” repeatedly and
consistently states that net ganbling | osses are not deducti bl e,
for professional as well as casual ganblers, and expl ains what
section 165(d) is and what it nmeans. But since the Wb site is
fairly large and conplex, we infer that one suffering from
di m ni shed nental capacity mght well fail to recogni ze the
significance of the Wb site’s material about net ganbling
| osses’ bei ng nondeducti ble for professional as well as casual
ganblers. The Court asked O r whether she had seen parts of the
Web site that referred to section 165(d), which by that point in
the trial had been repeatedly described to her as the section of
the Code that, in the IRS view, would generally disallow net
ganbling | osses. She said she had, but that she had understood
other parts of the site to be nore inportant. W accept this

expl anat i on.
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The IRS i ssued a notice of deficiency to the Ors for 2004.
The expl anatory material acconpanying the notice showed that the
deficiency and penalty on the notice resulted fromthe foll ow ng
determ nations. One determ nation appears to be that the Ors
received the $30,391 in nowstipulated retirenent benefits
di scussed earlier, that the nowstipul ated taxable portion of
t hose benefits was $25,832, and that this entire taxable portion
was to be added to their income because none of it had been shown
on the return.® Another determ nation was that no deduction was

allowed for the net ganbling loss. A third determ nati on was

8The | RS Notice CP2000 acconpanying the notice of
deficiency asserts as follows that the Ors failed to report any
of the stipulated retirenment benefits:

Amount Amount
Reported I ncl uded
Item Account to I RS by on Your
No. | ssue Recei ved From I nformation O hers Ret urn Di fference
1 Soci al US Rai | road SSN [for O] $ 17,784 - -
Security/ Retirenent Board Form 1099- SSA
Rai | r oad
Retirenent
2 Soci al Soci al Security SSN [for Or’'s $ 12, 607 - -
Security/ Admi ni stration husband]
Rai | r oad For m 1099- SSA
Retirenent
Soci al Security/Railroad Retirenment $ 30,391 $ - $ -

Total [Fn. ref. omtted.]

In another table, it asserts that the taxable anmount of
t hese benefits is $25, 832:

Changes to Your Reported to IRS,
I ncome and Deducti ons Shown on Return or as Corrected Di fference
Soci al $0 $ 25,832 $ 25,832

Security/ Rail road
Ret i r enent
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that a section 6662 accuracy-rel ated penalty was i nposed for the
substantial understatenment of incone tax due to these all eged
errors.

The record before the Court does not indicate that Or had
noti ce before she filed the 2004 return that she was incapabl e of
conplying with her tax obligations on her own. For exanple, it
does not indicate that any tax-return errors for previous years
had been reveal ed by an audit.

The Ors tinely filed a petition for redeterm nation of
their deficiency in which they “request[ed] that professional
ganbl er status be granted.” The IRS agrees that Or’s ganbling
activity was a business in 2004. Thus, the contention in the
petition is noot. Even so, the main issues actually relevant to
the Ors’ tax liability for 2004--the om ssion of certain
retirenment benefits, the deductibility of net ganbling | osses,
and the existence of reasonable cause to except the Ors from an
accuracy-rel ated penalty for errors on their return--are properly
before the Court because the IRS presented themin its pretrial
menor andunt® and addressed them wi t hout objection at trial and in

its posttrial brief.?

W& appreciate the RS introduction of these issues, which
are genuine issues that the Ors appear not to have grasped on
their omm. It likely helped themto nore fully present their
case to the Court.

20Since the O rs have the burden of proof on these issues
(continued. . .)
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Di scussi on

Deductibility of Net Ganbling Loss

The Ors present several theories why they are entitled to
deduct their net ganbling loss (i.e., the $204, 708 excess of the
amounts Or bet over her proceeds frombets).? The IRS argues
that section 165(d), which provides that “[|]osses from wagering
transactions shall be allowed only to the extent of the gains
from such transactions”, makes the | oss nondeducti bl e, noting

that we held in Valenti v. Conmi ssioner, T.C. Menp. 1994-483,

that section 165(d) denies professional ganblers deductions for

their net ganbling | osses.?2 W agree with the IRS, and we

20(. .. continued)
under Rule 142(a)(1l), they benefit from our decision to consider
the issues at all.

2'Since the Ors are representing thensel ves, we have

construed their arguments liberally. Cf., e.g., Erickson v.
Pardus, 551 U. S. 89, 94 (2007). Sone of the Ors’ theories of
why their net ganbling | oss should be deductible are procedurally
i nproper because the Ors raised the theories only in their reply
brief. Since we can determ ne on our own that these theories are
not correct, we need not consider whether to reject them as
untinmely or give the IRS an opportunity to respond to them

22The | RS does not dispute that Or’s ganbling-rel ated

travel expenses are deductible. Courts have di sagreed on whet her

the sec. 165(d) limtation applies only to net |osses frombets

t henmsel ves (for instance, an excess of noney paid into a sl ot

machi ne over noney paid out fromthe slot machine) or also to

ot her expenses (such as travel expenses) that constitute part of

an overall loss froma ganbling activity. A recent |IRS internal

menor andum AM2O008- 013, sumrari zes precedent on each side of the

i ssue and concl udes that because the statute refers to wagering

“transactions”, which the nenorandum asserts to be a narrower

termthan “activity” or others used in conparable provisions,
(continued. . .)
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expl ain our reasoning in the course of addressing the Ors’
vari ous argunents.
The Orrs argue that the status of Or’s ganbling as a
busi ness nmade the net ganmbling | oss deductible. In support of

this argunent, they present Conm ssioner v. Goetzinger, 480 U S

at 35, denpons v. Comm ssioner, T.C. Summary Opinion 2005-109,

and Panages v. Comm ssioner, T.C Summary Opi ni on 2005-3. %

However, G oetzinger, O enons and Panages do not focus on

whet her a net ganbling loss arising in a ganbling business is

deducti bl e.? G oetzinger held that ganbling | osses to the extent

22(. .. continued)
sec. 165(d) addresses only net |osses frombets thensel ves as
descri bed above, which we discuss as “net ganbling | osses”. For
this case, we accept the parties’ agreenent that the Ors’
ganbling-rel ated travel expenses are not limted by sec. 165(d)
because this position has a reasonable basis in law. (An
i nternal menorandum does not normally bind the IRS, but it may
cite law and contain reasoning that can informour consideration
of a case.)

2Al t hough sec. 7463(b) prohibits us fromtreating O enpbns
v. Comm ssioner, T.C Sunmary Opinion 2005-109, and Panages V.
Comm ssioner, T.C Summary Opinion 2005-3, as precedent, mneani ng
that we cannot base our decision in this case on having nade a
simlar decision on conparable facts in those cases, we consider
the | aw they address and the reasoning they contain in deciding
whet her the Ors’ treatnent of their net ganbling | oss was
correct.

2\ under st and, however, how O r, who suffers from

di m ni shed nental capacity, mght infer fromthemthat net

ganbling | osses are deductible. Comm ssioner v. Goetzinger, 480

U S 23 (1987), discusses the status of a ganbler as a

prof essi onal and a deduction for ganbling | osses; d enons and

Panages di scuss the status of ganblers as casual ganblers and

unavail ability of certain tax benefits. The Wb site
(continued. . .)
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of ganbling w nnings are deductible in conputing alternative

m ni mum t axabl e i ncome (under the significantly different
alternative mnimumtax rules in effect for 1978), and di scussed
nore generally what kinds of activities constitute a business for
tax purposes. (enons and Panages both concluded that a casual
ganbl er nust include ganbling winnings in gross incone and nmay
deduct ganbling | osses that do not exceed winnings as an item zed
deduction.? As discussed |later, treatnment of a deduction as

“above-the-line” or “item zed” affects various other tax itens.

24(...continued)
“Prof essional Ganbler Status”, from whose “Case Law’ page Or
printed excerpts from d enons and Panages, uses bold text for
parts of the cases about status of ganbling activities as a
busi ness and about ganbling | osses bei ng deducted on Schedul e A,
Item zed Deductions, or Schedule C of Form 1040.

2Comm ssi oner v. Groetzinger, supra at 32, briefly and
indirectly discusses sec. 165(d)’s Iimtation on net ganbling
| osses, stating in dicta:

t he confinement of ganbling-loss deductions to the
anount of ganbling gains, a provision brought into the
income tax law as 8 23(g) of the Revenue Act of 1934,
48 Stat. 689, and carried forward into 8 165(d) of the
1954 Code, cl osed the door on suspected abuses

* * * put served partially to differentiate genuine
ganbling | osses from many ot her types of adverse
financi al consequences sustained during the tax year.

* * %

Note 3 in Panages v. Conm ssioner, supra, states that “If
petitioner qualified as a professional ganbler for purposes of
sec. 162, she still could claimher |osses only to the extent she
had gains. Sec. 165(d); Praytor v. Conmm ssioner, T.C Meno.

2000- 282.”

We infer that Or did not understand the significance of the
f oregoi ng passages.
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In their posttrial brief, the Ors noted that there is no
mention of section 165(d) in section 162 (subsection (a) of which
provides that “There shall be allowed as a deduction all the
ordi nary and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business”). Their
argunent, we infer, is that section 165(d) does not limt the
scope of section 162.2¢ Although an explicit cross-reference
m ght make the | aw easier to understand, we reject this
ar gunent . %/

Section 165(d) provides that “Losses from wagering
transactions shall be allowed only to the extent of gains from
such transactions.”?® The word “wagering” is synonynous with

“ganbling”. Tschetschot v. Conmm ssioner, T.C Menp. 2007-38

(generally, and in the federal tax context).

2The brief states in relevant part: “In the case of a
t axpayer not engaged in the trade or business of ganbling, |osses
are allowable as a m scel |l aneous item zed deduction, but only to
the extent of gains. Professional ganblers have qualified as
being eligible to file as a business according to tax code
162(a). NO WERE in irc code 162 does it nention 165(d).”

2"l't appears that, at least until trial, Or did not nerely
draw an incorrect conclusion fromthe absence of a cross-
reference to sec. 165(d) but failed nore generally to understand
the significance of that section and its relation to other tax
rules. Consequently, we need not focus on the absence of a
cross-reference in deciding whether Or’s m sunderstandi ng of |aw
is consistent with the reasonabl e-cause exception to the
accuracy-rel ated penal ty.

285ec. 1.165-10, Incone Tax Regs., provides that this
limtation of wagering |osses to wagering gains applies on a
year - by-year basis rather than over a shorter period.
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Section 165(d) denies a deduction for a net ganbling |oss
even if the loss is also described as a kind of generally
deductible item such as a section 162(a) busi ness expense, a
section 165(a) loss froma transaction entered into for profit, or
a section 212 expense for the production of incone. This broad
interpretation of section 165(d) is supported by its history, the
pl ai n | anguage of the Code, and, as discussed earlier, judicial
pr ecedent .

Congress first enacted the | anguage now reflected in Section
165(d) as section 23(g) of the Revenue Act of 1934 (1934 Act), ch.
277, 48 Stat. 689. According to commttee reports, Congress
w shed to reverse caselaw that allowed | egal ganblers to deduct
their ganbling | osses agai nst nonganbling i ncone: 2°

Under the interpretation of the courts, illegal ganbling

| osses can only be taken to the extent of the gains on

such transactions. A simlar limtation on | osses from

| egal i zed ganbling is provided for in the bill. Under

the present | aw many taxpayers take deductions for

ganbling | osses but fail to report ganbling gains. This

[imtation will force taxpayers to report their ganbling

gains if they desire to deduct their ganbling |osses.

H Rept. 704, 73d Cong., 2d Sess. 22 (1934), 1939-1 C.B. (Part 2)
554, 570, and S. Rept. 558, 73d Cong., 2d Sess. 25 (1934), 1939-1
C.B. (Part 2) 586, 605 (follow ng the House commttee’s | anguage,

except in referring to the bill as the “House bill”). Thus, the

2See Beaunont v. Commi ssioner, 25 B.T.A 474, 482 (1932),
affd. 73 F.2d 110 (D.C. CGr. 1934), for a discussion of ganbling
taxation before the 1934 Act.
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committee reports provide no support for an argunent that Congress
i ntended to express any distinction betwen professional and
casual ganmbling in enacting section 23(g) of the 1934 Act.

Nei t her does any other authority of which we are aware.

Section 23 of the 1934 Act is entitled “Deductions from G oss
Incone”. Its flush |anguage is sinply “In conputing net incone
there shall be allowed as deductions:”. It set forth nost of the
deductions al |l owabl e agai nst gross incone in conputing net (i.e.,

t axabl e) incone.3® These included, anobng others, business expenses
(section 23(a) of the 1934 Act, ch. 277, 48 Stat. 688) and | osses

on transactions entered into for profit (sections 23(e)(1) and (2)
of the 1934 Act, ch. 277, 48 Stat. 689).

The | ocation of section 23(g) of the 1934 Act al ongside the
ot her subsections of section 23, which in turn set forth nost of
t he deductions all owed by the Code (including the deduction for
busi ness expenses), confirnms what we believe to be the nost
| ogi cal reading of section 23(g): section 23(g) |limted all net
ganbling | osses, even those that could al so be described as

anot her kind of generally deductible item such as business

39The deductions not addressed in sec. 23 of the Revenue Act
of 1934 (the “1934 Act”) were generally limted to speci al
cl asses of taxpayers, such as trusts and estates, and | ack
rel evance to ganbling transactions as such (addressing instead,
for exanple, distributions by trusts and estates). See sec.
162(b) of the 1934 Act, ch. 277, 48 Stat. 728.
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expenses. 3 The 1934 Act did not contain a provision simlar to
current section 7806(b), which provides that “No inference,
inplication, or presunption of |egislative construction shall be
drawn or made by reason of the |ocation or grouping of any
particul ar section or provision or portion of this title”.

Section 23(g) of the 1934 Act cane into the Internal Revenue
Code of 1939 as subsection (h) of section 23. Ch. 2, 53 Stat. 13.
Section 23 of the 1939 Code was still entitled “Deductions from
G oss Inconme” and still contained nost of the deductions allowed
under the incone-tax |aw.

The Internal Revenue Code of 1954, ch. 736, 68A Stat. 49,
brought what is now section 165(d) to its present location within
section 165, a section that addresses “Losses”. The 1954 Code,
like the currently effective Internal Revenue Code of 1986, placed
section 165 in part VI of subchapter B of chapter 1, a part
entitled “Item zed Deductions for Individuals and Corporations”.

The 1954 Code pl aced sonme ot her kinds of deductions that m ght

311t is a longstandi ng maxi m of statutory construction that
if two statutes overlap, the |ater enacted statute prevails over
the earlier to the extent of the inconsistency. Posadas v.
National Gty Bank, 296 U. S. 497, 503 (1936). Business |osses as
such had | ong been deductible at the tinme the 1934 Act introduced
di sal l owance of net ganbling losses. (Until 1939, Congress’
regul ar practice was to enact a conprehensive tax statute
i ncludi ng increnmental changes fromthe prior version rather than
to enact a statute containing only the increnental changes to a
| ongst andi ng code. Even so, the maximis rel evant because it
reflects, anong other considerations, the legislature’ s ability
to consider an older rule and take care in drafting the newer
rule to overlap it or not.)
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address ganbling | osses, such as section 162 busi ness expenses, in
ot her sections of part VI. But other kinds of deductions that
m ght al so address ganbling | osses, such as the section 212
deduction for expenses for the production of incone, were placed
in part VIl of subchapter B of chapter 1, a part that was entitled
“Additional Item zed Deductions for Individuals”.?3

Viewed in isolation, the 1954 Code’'s rearrangenent of the
1939 Code’ s deduction-rel ated provisions nmay appear to indicate a
significant change in the relationship of those provisions to each
other. The designation of section 165(d) as a subsection of
section 165 (which, unlike section 23 of the 1934 Act and 1939
Code, contains only a few of the kinds of deductions the incone-
tax law all ows) m ght suggest that section 165(d) does not |imt
deductions al |l owabl e under other sections of the Code (such as
section 162). Simlarly, the location of section 165(d) wthin

part VI of subchapter B of chapter | m ght suggest that it does

%2Val enti v. Conmi ssioner, T.C. Menp. 1994-483, describes
the history of what is now sec. 165(d):

Mor eover, the provisions in section 165(d) first
appeared in our revenue |aw as section 23(g) of the
Revenue Act of 1934, ch. 277, tit. |, 48 Stat. 689.4

* * %

“The provisions were redesignated section 23(h) in
t he Revenue Act of 1938, ch. 298, 52 Stat. 447, 461,
and continued as such in the 1939 Code until they
becanme the current section 165(d) as enacted in the
1954 Code.
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not limt deductions allowabl e under other “parts” of the Code
(such as part VII, which contains section 212).

However, the House and Senate reports on the 1954 Code stated
that “Rules for the treatnment of |osses contained in various
subsections of section 23 of the 1939 Code have been brought
together in [section 165]. * * * No substantive change is nmade by
this rearrangement.” H. Rept. 1337, 83d Cong., 2d Sess. A46
(1954); S. Rept. 1622, 83d Cong. 2d Sess. 198 (1954). In
addi tion, the 1954 Code introduced section 7806(b) (inference of
| egi sl ative construction not to be drawn fromlocation or grouping
of provisions of Code) inits present form carrying forward
simlar |anguage fromsection 6 of the introductory “enacting
cl ause” of the statute containing the 1939 Code (ch. 2, 53 Stat.
1). Section 7806(b) confirnms that the designation of section
165(d) as a subsection of a section addressing only a particul ar
ki nd of deduction (the deduction for certain “losses”) does not in
itself prevent section 165(d) from applying to other kinds of

deducti ons. 38

38Sec. 165(d)’s use of sec. 165 s term “l osses”, rather than
the sec. 162 and 212 term “expenses”, mght also in isolation
suggest that the sec. 165(d) limtation does not extend to
deductions described in the latter sections. But we and ot her
courts have consistently held that net ganbling | osses incurred
in a business are nondeducti bl e under sec. 165(d) and its
predecessors. See, e.g., N tzberg v. Conm ssioner, 580 F.2d 357,
358 (9th Gr. 1978); Valenti v. Conm ssioner, supra; Skeeles v.
United States, 118 Ct. d. 362, 371-372, 95 F. Supp. 242, 246-247
(1951). Although ganbling | osses may be described as, for

(continued. . .)
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1. Applicability of Section 165(d) to Or’'s Ganbling

The Orrs make a comment in their posttrial brief that we
construe as an argunent that section 165(d) should not be applied
to Or’s ganbling activity because no neani ngful distinction can
be drawn between her ganbling activity and other activities whose
net | osses are undisputedly deductible. The brief says:

When M. Eric Evans, of the IRS office in Birm ngham
interviewed us for our prelimnary court case, 3 we
mentioned losing a |ot of noney in the stock market 3]
and M. Evans said “another formof ganbling” and so it
is, yet, these | osses are deductible. Wbster’'s defines
ganble as to play a gane for noney, to take risks in the
hope of getting better results than by sone safer neans;
to stake one’s noney. Any business anywhere in the
world is arisk, i.e., ganble. If you can name one that
is not arisk, I and many others would like to
participate in that business.

Conway Twitty (Harold Jenkins) started a restaurant
(Twtty Burgers) with 75 of his friends investing in the
busi ness. The busi ness went under in 1971 and M.
Twitty reinbursed his friends for their |osses and

33(...continued)
i nstance, “ordinary and necessary expenditures directly connected
with or pertaining to the taxpayer’s trade or business” (sec.
1.162-1, Incone Tax Regs., describing sec. 162 business
expenses), nothing suggests that they thereby cease to be
“l osses”.

At trial, Or testified that “Eric in the Appeals court”
gave her the copy of Comm ssioner v. G oetzinger, 480 U S. 23
(1987), which the parties attached to their transcript. W infer
that Eric Evans was an officer in the IRS Ofice of Appeals,
whi ch offers taxpayers an opportunity to attenpt to resolve their
di sputes with the IRSin a relatively informal setting.

%*Not hing else in the record addresses these | osses. W
infer they may have occurred in years other than the one in
i ssue.
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clained and was all owed the rei mbursenents as busi ness
expenses. [36]

We reject this argunment. Even if it is difficult to define
the outer reaches of the term*®“ganbling”, it is undisputed that
what Or did was ganbling. To hold that playing a slot machine is
not ganbling would be an absurd interpretation of the word
“wagering” in section 165(d).% Furthernore, such a hol ding would
be tantanount to saying that there is no activity that qualifies
as ganbling, which would render section 165(d) surplus |anguage.

See Calafati v. Comm ssioner, 127 T.C 219, 229 (2006) (“al

%6The Court characterized the rei nbursenents as expenses of
preserving the fanmous country singer’s reputation, which we found
to be essential to his country nusic business.

Had Conway not repaid the investors

H s career woul d have been under cl oud,
Under the unique facts of this case
Hel d: The deducti ons are all owed.

Excerpt from“Qde to Conway Twitty”, Jenkins v. Comm ssioner, T.C
Meno. 1983-667 n. 14.

3"The Orrs appear to argue that defining ganbling to include
sl ot-machi ne playing would require the equally absurd result that
every business is “ganbling”. It does not. Courts interpreting
“ganbl i ng” for tax purposes have foll owed comobn under st andi ngs
of the termwhich do not include nost businesses. For instance,
betting on horse races (Schooler v. Conm ssioner, 68 T.C 867,
867-868 (1977)), bookmaking (Wnkler v. United States, 230 F.2d
766 (1st Cir. 1956)), playing poker (Ischetschot v. Conm ssioner,
T.C. Meno. 2007-38), and playing slot nmachi nes (Chow v.
Commi ssioner, T.C Menp. 2010-48; LaPlante v. Conm ssioner, T.C
Meno. 2009-226) are all “ganbling”. But speculating in junk
bonds is not “ganbling”. Jasinski v. Conm ssioner, T.C Meno.
1978-1. See also Skeeles v. Conm ssioner, supra at 365-367, 95
F. Supp. at 242-243 (betting on sports, cards, and dice is
ganbl i ng) .
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parts of a statute, if at all possible, are to be given effect”

(quoting Weinberger v. Hynson, Westcott & Dunning, Inc., 412 U S.

609, 633 (1973))); Schoneberger v. Comm ssioner, 74 T.C. 1016,

1024 (1980).

I[11. Does Section 165(d) Unconstitutionally D scrinnate Agai nst
Ganbl i ng Busi nesses?

The Ors ask in their brief:

How can a busi ness (professional ganbler) be

subject to self enploynent tax and yet be unable to

cl ai m busi ness deductions as any other business. It is

the only business the IRS places the restriction that

can’t show a loss. Wat part of the |aw makes t hat

distinction and is that constitutional? W understand

our laws are created by Congress, but shouldn’t the

rules made by the I RS be governed by soneone?

As we have discussed, section 165(d) contains the ganbling-
loss limtation relevant to this case. Section 165(d) is a part
of the Internal Revenue Code, a statute enacted and anmended from
time to tinme by Congress. Through section 7805 and ot her nore
specific del egations of authority, Congress has authorized the
Departnent of the Treasury, of which the IRSis a part, to issue
official interpretations of the Code. But we do not base our
decision that a professional ganbler is not entitled to deduct
ganbling | osses in excess of ganbling gains upon an I RS
interpretation. W base it on the |anguage and history of the
Code and a | ongstanding principle of statutory construction.

We acknow edge that the Internal Revenue Code treats ganbling

| ess favorably than nost other businesses. But we have previously
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rejected the argunent that the Constitution does not permt
Congress to single out the business of ganbling for unfavorable

tax treatnent. See Valenti v. Conm ssioner, supra; cf. Gordon v.

Commi ssioner, 63 T.C. 51, 80-81 (1974) (addressing unfavorable

treatnent of ganbling incone under *“income averagi ng” provisions
of prior law), revd. in part on other grounds 572 F.2d 193 (9th
Cr. 1977). In Valenti, we noted that “the due process clause of
the Fifth Anendnment has been construed as inposing an equal
protection requirenent in respect of classification” by the
federal governnent, but that the Suprene Court has recogni zed

| egislatures to have wi de powers to distinguish between even
closely rel ated businesses in the exercise of their taxing powers.

We cited the extensive history of ganbling set forth in Skeeles v.

United States, 118 &. O . 362, 365-368, 95 F. Supp. 242, 242-244

(1951) in observing that “Plainly, a classification that
differentiates the business of ganbling from other business [nmay
be justified in that it] has “a rational basis, and when subjected
to judicial scrutiny * * * nust be presunmed to rest on that basis
if there is any conceivable state of facts which woul d support

it.”” Valenti v. Conmm ssioner, supra (quoting Carm chael v. S

Coal & Coke Co., 301 U.S. 495, 509 (1937)).
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| V. Deductibility of the Net Ganbling Loss “Above the Line”

A. The G assification of the Ors’ Net Ganbling Loss as an
“Above-t he-Li ne Deduction” Does Not Affect the Section
165(d) Limtation

The Ors clainmed their ganbling | osses on Schedule C, a
standard preprinted attachnent to an individual inconme tax return
(I'RS Form 1040). The instructions for Form 1040 and Schedule C
provi de for deductions listed on Schedule C to be clainmed “above
the Iine”, which neans that the deductions are subtracted in
conputing adjusted gross incone. As we explain later, the Code
does provide for a professional ganbler to deduct allowable
ganbling | osses “above the line”.

The Orrs stated in their pretrial menorandumthat they
believed the issue in this case is whether “To allow or disallow
ganbling | osses above the line.” It is not. The IRS did not
di spute that the Orrs could deduct the allowable | osses “above the
line”. The Ors did not explain at trial or in their posttrial
briefs why they thought the IRS disagreed with an above-the-Iline
deduction for their ganbling | osses.

We infer that the Ors believed that deducting the | osses
“above the line” would except the |osses fromthe limtation of
section 165(d). Such a belief would not be correct. It is well
established that section 165(d) applies both to professional
ganbl ers, who, as discussed |ater, deduct their allowable ganbling

| osses above the line, and to casual ganblers, who deduct their
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al l owabl e ganbling | osses below the line. See, e.g., Tschetschot

v. Comm ssioner, T.C Meno. 2007-38 n.7 (citing Boyd v. United

States, 762 F.2d 1369 (9th Cr. 1985), Ofutt v. Conm ssioner, 16

T.C. 1214 (1951), and Heidel berg v. Conmm ssioner, T.C Meno.

1977-133).

B. Consequences of Deducti ng Busi ness-Rel ated Ganbl i ng
Losses Above the Line

A deduction which is subtracted fromgross incone to
determ ne adjusted gross incone (AG) is known as an “above-the-
I ine” deduction because it is taken into account above a
conspicuous line at the end of the section of Form 1040 rel ating
to AD. Section 62(a) lists the kinds of deductions that are
claimed “above the line.” One set of above-the-line deductions is
“The deductions allowed by this chapter (other than by part VII of
this chapter)[3® which are attributable to a trade or business
carried on by the taxpayer, if such trade or business does not

consi st of the performance of services by the taxpayer as an

enpl oyee.” Sec. 62(a)(1l). Therefore, a professional ganbler
%8The Code is divided into “subtitles”, “chapters”,
“subchapters”, “parts”, “subparts”, and “sections”. (Sec.

7806(b), discussed earlier, explains that this classification
does not in itself have any legal effect.) The subchapter to

whi ch the quoted passage refers is entitled “Conputation of
Taxabl e I ncome” (containing, as of the year at issue, secs. 61-
291), and the “part” whose deductions it excludes is entitled
“Addi tional Item zed Deductions for Individuals” (secs. 211-224).
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clains all owabl e ganbling | osses and expenses as deducti ons above
the line.?

Deductions other than (1) above-the-line deductions or (2)
the section 151 deduction for personal exenptions are known as
“Item zed deductions”. Sec. 63(d). (An individual nmay claim
“Item zed deductions” only if he or she does not claimthe
“standard deduction”. Sec. 63(e).) Therefore, a casual ganbler’s
ganbling | osses and expenses are normally item zed (i.e., “bel ow

the-line”) deductions. See sec. 62(a); Hochman v. Conm ssi oner,

T.C. Meno. 1986-24.

Above-the-line deductions and item zed deductions both
general ly reduce taxable income dollar-for-dollar. But an above-
the-1ine deduction for a ganbling loss is sonetines nore val uabl e
than an item zed deducti on because (a) a taxpayer is entitled to
cl ai m an above-the-1line deduction even if the standard deduction

is also clainmed and (b) an above-the-line deduction reduces AGQG,

%Since sec. 62(a)(1) requires nerely that the deductions be
attributable to a trade or business, not that they be deductible
under sec. 162, “Trade or Business Expenses”, this result does
not depend on whether the professional ganbler’s deduction for
ganbling | osses (1) arises under sec. 162(a) and is limted by
sec. 165(d), see Valenti v. Comm ssioner, supra, or (2) both
arises under and is limted by sec. 165(d), see Hunphrey v.

Conmi ssioner, 162 F.2d 853, 855-856 (5th Gir. 1947) (hol ding that
sec. 23(h) of the 1939 Code, a predecessor to sec. 165(d), both
al l oned ganbling | osses wthout regard to profit notive and
limted themto ganbling gains), affg. in part and revg. in part
a Menorandum Opi nion of this Court.
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and AG is used to limt certain tax benefits.* See Calvao V.

Comm ssioner, T.C Meno. 2007-57 n.6 (discussing reduction of

certain item zed deductions by reference to adjusted gross incone
under section 68); cf., e.g., sec. 170(b)(1)(A), (B, (F
(relating to the deduction for charitable contributions).

W noted earlier that Or nmay have reported the Ors’ gross
recei pts fromganbling as gross incone and their gross
expenditures on bets as |osses, and that even if technically
incorrect this practice probably does not in itself affect their
tax liability. This follows in part fromthe fact that Or, as a
prof essi onal ganbl er, deducts all owabl e ganbling | osses above the
line. We and other courts have fromtine to tinme held that a
ganbler’s gross incone is properly determ ned by reduci ng gross
receipts froma particular bet, and, in the case of a professional
ganbler, a series of related bets, by the anbunt wagered on those
bets. (Any net loss would still be subject to section 165(d).)

See Wnkler v. United States, 230 F.2d 766, 770-776 (1st GCr

1956) (offsetting costs of related winning and | osing bets by

pr of essi onal ganbl ers against their proceeds fromthose rel ated

4%l tem zed deductions generally are disallowed to the extent
of 3 percent of AG@ over a threshold anmpbunt for a taxpayer whose
i ncone exceeds that ampunt, sec. 68(a), and certain item zed
deductions, classified as “m scel |l aneous item zed deductions”,
are disallowed to the extent they do not exceed 2 percent of
total AG, sec. 67(a). But these disallowance rules do not apply
to ganbling | osses. See secs. 67(b)(3), 68(c)(3); H R Conf.

Rep. 99-841 (Vol. I1), at I11-34 (1986), 1986-3 C.B. (Vol. 4) 1,
34; Wiitten v. Conmm ssioner, T.C Meno. 1995-508.
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bets in determ ning gross incone); MKenna v. Conm ssioner, 1

B.T. A 326, 332-333 (1925); Hochman v. Conm ssioner, supra

(offsetting the cost of each of a casual ganbler’s wi nning bets
agai nst his proceeds fromthat bet in determ ning his gross

i ncone). These cases suggest that the Ors may have overstated
their gross inconme and ganbling | osses by equal anmounts by
treating the gross proceeds of w nning bets as gross incone and
treating the cost of making those bets as |osses. Equal
overstatenents of ganbling gross incone and | osses woul d not
change the net ganbling |oss disallowed under section 165(d), and
woul d i ncrease the deductible ganbling | oss dollar-for-dollar with
the overstatenents. Since even an item zed deduction for net
ganbling losses is not limted by sections 67(b)(3) and 68(c)(3),
such overstatenents woul d not change taxable incone. Since a

pr of essi onal ganbler’s all owabl e ganbling-1oss deduction is

cl ai red above the line, the overstatenents would not change AG .*
We thus | ose nothing by accepting the statement on the Ors’
return that they had $909, 058 in “ganbling w nnings”, the sane
anount of gross inconme, and $1, 113,766 in ganbling | osses from

t heir ganbling busi ness.

“INot hi ng suggests that the Ors have any tax item whose
treatnent would be affected by the anmount of their gross incone
as such. The extent to which the Ors would be taxable on their
Rai | road Retirenent Board and Soci al Security benefits may depend
in part on their “nodified adjusted gross income”, which, |ike
AGd, would not be affected by equal overstatenments of ganbling
gross incone and | osses.
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V. Subst anti al Under st at enent Penalty

Section 6662(a) generally inposes a 20-percent penalty,
described in the section’s title as the “accuracy-rel ated
penal ty”, on underpaynents of tax attributable to certain
ci rcunst ances, including, under section 6662(b)(2), a “substanti al
understatenent of inconme tax.” Section 6664(a) defines an
“under paynent” for rel evant purposes not sinply as a | ack of
paynment but, in relevant part, as an excess of the correct tax
over the sumof (A) the anbunt shown as tax on the return and (B)
anounts not shown as tax on the return but previously assessed or
collected. Since the Ors paid only a snall anpbunt of tax before
filing the return and reported on the return that no tax was due,
the majority of their correct tax liability for the year was an
“under paynent” under section 6664(a). (This is true regardless of
the precise anount of their omtted retirement benefits, which, as
we discuss later, remains to be determned.) Section 6662(d)
provi des that a substantial understatenent of inconme tax is, with
exceptions not relevant here, the excess of the correct tax
required to be shown on the return over the tax shown on the
return, but only if that excess is greater than the greater of (1)

$5, 000 and (2) 10 percent of the correct tax.*? Since the Ors’

42Sec. 6662(d)(2)(B) provides that a portion of an
understatenment attributable to a position which, although
ultimately determ ned to be erroneous, is or was supported by
“substantial authority”, or has a “reasonabl e basis” and was
(continued. . .)
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inconme tax for 2004 as properly determ ned wi thout the deduction
for net ganbling | osses exceeds $5,000 (regardl ess of the precise
anmount of the omtted retirenent benefits), and the tax shown on
the return was zero, they have a substantial understatenent of
inconme tax for the year. It is undisputed that the entire
under paynent is attributable to the substantial understatenent.

Section 6664(c) provides that no penalty shall be inposed
under section 6662 wth respect to any portion of an underpaynent
if it is shown that there was a reasonabl e cause for such portion
and that the taxpayer acted in good faith with respect to such
portion.

The Ors argue that they had reasonabl e cause for omtting
the retirenent benefits because Or had di m ni shed nental capacity
on account of her depression. They further argue that if their
deduction of net ganbling |losses was in error (and it was, as we
have explained), Or’s dimnished nental capacity and unsuccessf ul
attenpts to understand the | aw constitute reasonabl e cause. As
di scussed earlier, Or’s husband was too ill to be expected to

ensure that the Ors’ joint return was filed correctly. The

42(. .. continued)
adequately disclosed to the IRS, is not taken into account in
determ ning the existence of a “substantial understatenent”.
Nei ther party argues that this rule is relevant. W need not
consider it because we decide that the Ors are excepted from any
substanti al -under st at emrent penalty on the ground that they had
reasonabl e cause for and acted in good faith with respect to each
of their errors. See sec. 1.6662-3(b)(3), Incone Tax Regs.



- 38 -

record does not indicate that anyone el se had a duty to ensure the
return was correct: there was no agent or guardian, for exanple.
Thus, we consider the reasonabl eness of the actions taken to
ensure the return was correct only in the light of Or’s own
di m ni shed nental capacity.

The IRS argues that Or’'s attenpts to understand the | aw were
not sufficient, and her nental capacity was not sufficiently
di m ni shed to constitute reasonabl e cause.*® In support, it argues
that she was “able to carry out her ganbling trade or business”
during 2004 and that one would generally be expected to be
famliar wwth the tax laws relating to one’s business. It further
argues that Or’s nental state was sufficient that she “could
adequately carry on her personal affairs”, “take care of her
ai ling nother and husband”, and “keep accurate business records of
her ganbling enterprise as well as two other business
enterprises”; and that Or’s inplicit contention that she was a
novice in tax |law research was underm ned by her work for H&R

Bl ock and her “famliarity with” TurboTax.

“3The I RS has the burden of production with respect to the
penal ty, which has been nmet. See sec. 7491(c). Because we
affirmatively find that Or suffered from di m ni shed nenta
capacity that constituted reasonabl e cause for the errors, we
express no view on which party had the burden of proof.
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The IRS did not contend that Or acted in bad faith separate
fromthe argunent that she did not have reasonabl e cause.* The
ki nds of activities Or conducted in connection with filing the
return--doing | egal research and di scussing her situation with the
| RS, tax advisers, and colleagues--tend to indicate that she was
honestly attenpting to file it correctly. Her transactions are
consistent with a good-faith m stake: she sinply clained a
deduction for an actual business |oss, which, were it not for a
special rule, normally woul d be deductible. She described the
transactions on her return clearly, as a business of “ganbling” in
whi ch she incurred “ganbling | osses”, nmaking no attenpt to hide
the tax issue, and enabling the IRS to easily determ ne whether an
exam nation woul d be appropri ate. Moreover, Or’s om ssion of
sone or all of the Ors’ retirenent benefits appears to be
essentially an “isol ated conputational or transcriptional error”
that “generally is not inconsistent with reasonabl e cause and good
faith.” Sec. 1.6664-4(b)(1), Income Tax Regs. Consequently, we
infer that if Or’s nental capacity was sufficiently di mnished

t hat she woul d have honestly understood her objectively flawed

4The I RS concl udes the section of its brief addressing the
accuracy-rel ated penalty by stating that “petitioners in bad
faith and without reasonable cause tried to circunvent the
[imtations of 8§ 165(d)” but does not specifically explain why it
believes they acted in bad faith. |If Or’s nmental capacity was
not sufficiently dimnished for her to have believed that she had
done enough to ensure her return was correct, it would foll ow
that she did not act in good faith. But if that were the case,
she woul d not have reasonabl e cause for her errors, either.
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efforts to file a correct return to be adequate (a point we
address later), she acted in good faith.

Section 1.6664-4(b)(1), Incone Tax Regs., interprets
“reasonabl e cause” for purposes of section 6664 in relevant part
as follows:

The determ nation of whether a taxpayer acted with

reasonabl e cause and in good faith is made on a

case-by-case basis, taking into account all pertinent

facts and circunmstances. * * * Generally, the nobst

inportant factor is the extent of the taxpayer’s effort

to assess the taxpayer’s proper tax liability.

Ci rcunstances that may indicate reasonabl e cause and

good faith include an honest m sunderstandi ng of fact or

law that is reasonable in light of all the facts and

ci rcunst ances, including the experience, know edge and

education of the taxpayer. * * *

We have found tax conpliance failures resulting from nental
i1l ness, including severe enotional disturbance, to be due to
reasonabl e cause and not inconsistent with good faith. In Ruckman

V. Comm ssioner, T.C. Meno. 1998-83, we found reasonabl e cause for

an om ssion of incone froma joint return where the spouse who
handl ed the couple’s finances was under goi ng extensive treatnents
for cancer and the other, who had long relied on her to handle

their finances, was “undoubted[ly] inpact[ed] [by] having a spouse

battling a life-threatening illness”. She, simlarly to O,
testified that “I didn’t know that | wasn’t capable of what | was
trying to do.” In Gay v. Conmissioner, T.C Meno. 1982-392, we

found reasonabl e cause for om ssions of inconme froma joint return

(sonme of which om ssions the taxpayers were unable to explain as
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ot her than sinply accidental) where one spouse becane totally
di sabl ed and required hospitalization periodically throughout the
year, placing a “significant enotional drain” on the other, who
read various publications in the course of taking what she
described as “great care” to file the return. See also Kees V.

Comm ssioner, T.C. Menp. 1999-41. (Sonme of the foregoing cases

address fornmer section 6653, Additions to Tax for Negligence and
Fraud, a precursor to the current accuracy-related and fraud
penal ties that was al so subject to a reasonabl e-cause exception.)
We are satisfied that Or suffered fromdi m nished nenta
capacity that inpaired her ability to file a correct tax return,
and that she was not sufficiently aware of this dimnution for us
to find bad faith fromher failure to do sonething nore than she
did (such as her failure to hire a tax adviser). Or gave
undi sputed testinony that her enployer had granted her early
retirement for permanent disability on account of her depression.
She al so stated, and we accept, that the fact of her disability
was certified by a doctor. Her nother, for whom she had been
caring, had recently died; two of her brothers also had recently
di ed; and her husband had an illness, believed to be term nal,
whi ch continued to require her care. Her conduct of her
“busi nesses”, discussed |ater, corroborates that she did not
understand how far her nental capacity had di m nished. W have in

t he past accepted evidence | ess extensive than what Or presented
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to establish dimnished nental ability as reasonabl e cause for

penal ty purposes. See Ruckman v. Conmi ssioner, supra (in which we

excused the couple froma penalty in part on the basis of the
“undoubt ed i npact” upon the spouse who prepared the return of
having a spouse battling a life-threatening illness); Gay v.

Conmi sSsi oner, supra.

We noted earlier that in her pretrial nmenmorandum Orr asserted
that the issue in this case was whether “To allow or disallow
ganbling | osses above the line” and that Or believed that an IRS
publication’s statenent that a net ganbling | oss was not
deductible did not apply to a professional ganbler. Informal IRS
gui dance is not itself law, but a reasonable m sunderstandi ng of
its discussions of |law can be relevant to whether a taxpayer

shoul d be excused froma penalty.* See Gay v. Conm Sssioner,

supra. Because Or did not explain which publication she used or
how it contributed to her error and because ot her evi dence
suffices to establish reasonabl e cause, we do not consi der her use

of the IRS publication.

]t is well established that an anbiguity or error in
i nformal guidance, such as IRS forminstructions and inform
publications, “cannot affect the operation of the tax statutes or
* * * [a taxpayer's] obligations thereunder.” See Wiss v.
Comm ssioner, 129 T.C 175, 177 (2007). W have also held nore
broadly that interpretations of tax law in these infornmal
materials are not authoritative. See G een v. Conm ssioner, 59
T.C. 456, 458 (1972).




- 43 -

The RS argunent that Or’s handling of her businesses
i ndicates that her nental ability was not so dimnished as to
prevent her fromfiling a correct tax return is m splaced. None
of Or’s businesses had a reasonable potential for profit. The
fact that she thought they did tends to show that her nental
capacity was dimnished, and the fact that she persisted in them
tends to show that she did not know how far her nental capacity
had di m ni shed.

W reject the IRS argunent that Or’s ability to keep
financial records for her businesses indicates a high degree of
sophistication. As discussed earlier, all of these records were
very sinple. The records indicate Or’s ability to accurately
report the amounts of what she understands to be her income and
deductions--which, generally, she did. But they do not indicate
an ability to adequately address the | egal issue of whether a
pr of essi onal ganbl er nmay deduct net ganbling | osses.

W reject the IRS argunent that Or’s care for her ailing
nmot her and husband, or her ability to “carry on her personal
affairs” meant that she did not have reasonabl e cause for the
errors on the return. Nothing suggests that Or’s care for her
not her and husband refl ected a degree of sophistication rel evant
to tax return preparation rather than sinply hard work. Her
ability to care for them suggests at nost that she may have had

the ability to perform periodic tasks, such as filing a tax return
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every year, which she did. As discussed earlier, Or’s handling
of her affairs did not reflect any degree of sophistication. Her
enpl oyer had found her unable to do her job. Her “businesses”
were illogical. (The parties did not elaborate on the Ors’ sales
of shares, but, as discussed earlier, these appear not to reflect

any particular skill or judgnent.) Tanberella v. Conmm Ssioner,

139 Fed. Appx. 319, 323 (2d Cr. 2005), affg. T.C. Meno. 2004-47,
which the IRS cites for the proposition that carrying on one’s
personal affairs indicates a | ack of reasonable cause, is

di stingui shable. 1In Tanberella, we held and the Court of Appeals

for the Second Circuit affirnmed that a taxpayer did not have
reasonabl e cause for an om ssion of incone fromhis return on the
ground of nental incapacity. W found that he had been
hospitalized for nental illness on two occasions--10 days near the
begi nning of the year before the year at issue and 5 weeks a few
years after the year at issue--but that there was no evidence that
he suffered fromany nental incapacity in the interim W also
found that during the tax year at issue he had represented hinself
in an arbitration proceeding and settl enent negotiations through
whi ch he obtained a | arge enpl oynent-rel ated award. Ment al

i ncapacity did not actually prevent that taxpayer from conplying
with his tax obligations. He was just trying to use nental

incapacity froman irrel evant period as an excuse for not

conpl yi ng.
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The fact that Or once prepared tax returns at H&R Bl ock does
suggest that she had nore rel evant knowl edge and experience than
t he average taxpayer. But we infer that her skills deteriorated
with time and with her overall nental capacity. By the tinme she
prepared her 2004 return, she was neither able to determ ne the
correct treatnent herself nor recognize that she was unable to do
so. W note, noreover, that Or’s way of addressing an issue she
found difficult would have been very roughly correct even for a
tax expert: she consulted others in her industry, |IRS enployees,
accountants, a lawer, and a law |librarian, and considered these
people’s advice in the light of her own experience, research, and
analysis. Or should have nade a greater effort to find soneone
able to help her with her particular tax issue, but we find her
di m ni shed nental capacity to be reasonable cause for this
om ssi on.

W reject the IRS argunent that Or’s “famliarity with
Tur boTax” “underm nes her contention that she is a novice in tax
| aw research.” Nothing about Or’s use of TurboTax suggests
speci al know edge of tax |law or tax | aw research.

We have found before that taxpayers with substantial tax and
financi al experience can becone unable to prepare their returns

correctly. In Gay v. Conm ssioner, T.C Meno. 1982-392, the

spouse who prepared the return had for many years prepared returns

reporting the taxpayers’ farmng activities. In Ruckman v.
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Comm ssioner, T.C Meno. 1998-83, the spouse who prepared the

return had for many years maintained financial records for and
consulted with an accountant for the preparation of returns
reporting the taxpayers’ trucking activities. (Wile those

t axpayers apparently had not prepared tax returns professionally,
the limted record before us does not show Or’s experience to be
much greater than theirs.) W accepted the distress Gay suffered
as a result of her husband’ s becom ng totally disabled and
requiring hospitalization fromtime to tinme throughout the tax
year, and the distress Ruckman suffered as a result of undergoing
extensi ve cancer treatnents, as being reasonable cause for their
tax conpliance problens. W simlarly accept as reasonabl e cause
for Or’s significant but apparently isolated conpliance problens
her di m ni shed nental capacity associated with depression which
made her unable to work, her ganbling problem her recent |oss of
multiple famly nenbers, and her responsibility of caring for her
ai l i ng husband.

VI . Conput ati on of Retirenent Benefits

The stipulation of facts that the parties submtted jointly
at trial stipulated that the Ors received and reported Railroad
Retirement Board and Social Security benefits totaling $30, 391
(the stipulated retirenment benefits):

4. During the 2004 taxable year, the petitioners

received retirenent benefits of $17,784.00 fromthe U S

Rai | road Retirenent Board and $12, 607.00 fromthe Soci al
Security Adm nistration.
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5. The petitioners failed to report any of the

retirenment benefits on their 2004 federal incone tax

return.
In the Ors’ reply brief, however, Or argues that:

| know retirenent funds are taxable and | don’t know why

| did not include them | thought | had everything

listed. | have enclosed a copy of Form 1040 show ng |

| D report $16,470 of which $9,529 was consi dered

t axabl e. " [46]
The Orrs had reported $16,470 on the return’s line entitled
“Pensions and annuities”, and, of this, $9,529 on the return’s
next line, entitled “Taxable anmount” (of the “Pensions and
annuities”). Social Security and certain Railroad Retirenent
Board benefits should have been entered on a different |ine,
entitled “Social security benefits” (with a corresponding line for
“Taxabl e anpbunt”), on which the Ors did not enter any anount.
2004 1040 Instructions at 24. It seens possible, however, that
the Ors mstakenly entered their Social Security and Railroad
Retirenent Board benefits on the line for *Pensions and

annuities”: these benefits are a kind of pension, in the generic

sense, and, |like certain other pensions, they are only partially

46\We consi der the partial copy of the Orrs’ return enclosed
with their reply brief nmerely an informal reference to the copy
of the return which the parties had earlier submtted as a joint
exhibit and stipulated to be authentic.

O r should not have waited until filing her reply brief to
introduce the retirenent-benefits issue. But we consider it
because we conduct proceedings in sec. 7463 “small tax cases”
informally and because the IRS will have a full opportunity to
address the issue in a Rule 155 conputational proceeding.
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taxable. See, e.g., secs. 72 (annuities, including certain
pensions), 86 (Social Security and Railroad Retirenent Board
benefits). Since the record before the Court does not specify the
source of the ampbunts they listed on the relevant lines,* we do
not know whet her the $16,470 of “pensions and annuities” they
reported were a part of the $30,391 of stipulated retirenent
benefits or are a separate anount of incone.

If the Orrs reported sone of the stipulated retirenent
benefits on the return, only a part of the stipulated retirenent
benefits (and only a part of their taxable portion) would properly
be added to the figures they had listed for “pensions and
annuities” in determning the Ors’ taxable incone, and tax, for
the year. Alternately, the Ors may sinply have reported on the
return “pensions and annuities” other than the anmounts to which
the stipulation refers.

We decline to adopt paragraph 5 of the stipulation as a
finding of fact. W may permt a party to contradict a
stipulation “where justice requires”, and “W are not bound by

stipulations of fact that appear contrary to the facts discl osed

by the record.” Rule 91(e); Estate of Eddy v. Conm ssioner, 115

T.C. 135, 137 n.4 (2000); see also Jasionowski Vv. Conm ssioner, 66

T.C. 312, 318 (1976). The record before the Court calls paragraph

4’Any relevant information returns or payee statenents that
the Ors may have filed with the return, such as IRS Fornms 1099,
are not before the Court.
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5 into doubt, and we observe that Or’s dimnished nmental capacity
makes her nore likely than a typical litigant to have failed to
noti ce--despite exercising care reasonable in her circunstances--
that she had already reported an anount on her return. Therefore,
we wll leave (1) the portion of the Ors’ “pensions and
annuities”, if any, that is separate fromthe stipul ated
retirement benefits and (2) the portion of the stipul ated
retirement benefits that is taxable for the parties to conpute
under Rul e 155.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




