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PER CURI AM

This case arises from the denial by the Comm ssioner of
I nternal Revenue of a $152,016 cl ai med | oss deduction under |.R C.
8§ 165 by Edman and Debbi e Kay Hackworth (“taxpayers”) on their 1999
income tax return. On February 22, 2002, the Comm ssioner issued
a tax notice of deficiency to the taxpayers. The taxpayers tinely
filed a petition in the United States Tax Court seeking a
redetermnation of their liabilities. On July 22, 2004, the Tax
Court issued a nmenorandum opi ni on and on Cct ober 15, 2004, entered
a final decision determning tax liabilities and additions to tax
agai nst the taxpayers for tax years 1998 and 1999. The taxpayers

filed a notice of appeal on Decenber 21, 2004. W affirm

I .

The Hackworths are citizens and residents of Geenville
County, South Carolina. Edman Hackworth owned and operated a bar
called the “Sand Trap” in Geenville, South Carolina. 1n 1997, the
Geenville County Sheriff’s Ofice began an investigation into
whet her t he Hackworths were conducting illegal ganbling operations
in their house and at the Sand Trap. In 1999, the Sheriff’s Ofice
began surveillance of the taxpayers’ house and the Sand Trap.
After several nonths of surveillance, the Geenville County
Sheriff’'s Ofice arrested both Edman and Debbi e Kay Hackworth and

charged them with bookmeki ng and other ganbling offenses. In a



search of the taxpayers’ residence, the Sheriff’s Ofice di scovered
a betting roomw th seven tel ephone Iines, tape-recordi ng devi ces,
two conputers, ganbling paraphernalia, keys to a safety deposit
box, and $63,589 in cash, all of which were seized. At or about
the sane time, the Sheriff’s O fice executed a search warrant on
the Sand Trap and sei zed $10,786. On or about Septenber 8, 1999,
the Sheriff’s Ofice executed a search warrant on the safety
deposit box, located at Carolina First Bank, and seized $90, 900 in
cash. In total, the Sheriff’'s Ofice seized nore than $165, 000 in
cash.

Following the arrest, the Sheriff’'s Ofice returned sone
$13,000 in currency, retaining $152,000 as well as conputers and
of fice equi pnent. On that sane date, Edman Hackworth signed a
“Consent Forfeiture of Monies Derived from Ganbling” in which he
agreed “to voluntarily relinquish all rights and ownership” to the
remai ni ng $152,016 in order “to avoid litigation.” That docunent
al so states that he forfeits the noney under “[Section] 16-19-80,
Code of Laws of South Carolina (1976), as anmended.”

On or about Novenber 22, 1999, Edman pleaded gquilty to
“Adventuring in lotteries” in violation of South Carolina Code

Annot ated § 16-19-20 (1976).1 He received a citation and paid a

Al t hough there is no copy of a plea agreement in the record,
appel lants’ counsel indicated to the Court that the Consent
Forfeiture was signed as part of a plea deal
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fine of $125. The charges against Debbie Kay Hackworth were
di sm ssed.

On Cctober 20, 2000, taxpayers untinely filed their 1999
i ndi vidual federal incone tax return. On one of the three
Schedules C (Profit or Loss From Business) filed with the return,
t hey reported $178,236 in gross receipts fromganbling activities,
which were referred to as “services” on the tax return. On that
same Schedule C, taxpayers clained a deduction for “legal and
prof essional services” in the amobunt of $152,016 with respect to
the cash forfeited to the State of South Carolina.

I n 2002, the Comm ssioner of Internal Revenue issued a notice
of deficiency to the taxpayers determ ning, anong other things,
that taxpayers were not entitled to a deduction in 1999 for
$152,016 in cash forfeited to the State of South Carolina.
Taxpayers filed a petition in the Tax Court challenging the
Comm ssioner’s determ nations. The taxpayers and t he Conm ssi oner
conceded to several issues so that the only issue remaining for
trial was whether taxpayers were entitled to a deduction for the
$152,016 that was forfeited to the State of South Carolina.
Taxpayers argued that they were entitled to deduct the anount
forfeited as a business-related | oss under Internal Revenue Code §
165 because it was a loss associated with Edman’s ganbling
enterprise. The Conm ssioner argued agai nst the deduction on the

basis that allowi ng such a deduction would frustrate the public



policy of the State of South Carolina against illegal ganbling.
The Tax Court uphel d the Comm ssioner’s denial of the deduction and

this appeal followed.

.
Whet her taxpayers are entitled to a deduction for noney
forfeited to the State of South Carolina is a question of |aw we

revi ew de novo. See Metzger v. Commir, 38 F.3d 118, 120 (4th G r

1994).

The Hackworths argue that application of the “public policy”
doctrine in denying the deduction of funds seized by the Sheriff’s
O fice was erroneous because a civil forfeiture never took place
and that the penalty inposed is illegal and by definition is not a

“fine, forfeiture,” or “simlar penalty” paid “to the governnent”
such that the public policy doctrine should apply. Taxpayers al so
chal l enge the Tax Court’s determ nation that, in this case, they
are attenpting a “collateral attack” on the penalty inposed by the
Sheriff’s Ofice. Finally, taxpayers argue that under the facts of
this case, to disallow the deduction would run afoul of
Congressional intent that only net incone be taxed.

I nternal Revenue Code 8§ 165(a) provides a deduction for “any
| oss sustained during the taxable year and not conpensated for by

i nsurance or otherw se.” Section 165(c) |imts the | osses

deductible by individuals to those losses incurred in a trade or



busi ness, those incurred in a transaction entered into for profit,
and those caused by fire, storm shipweck, theft, or other
casualty. The United States Suprene Court has held that rent and
wages paid in the operation of bookmaking establishnments are
deducti bl e as ordinary and necessary busi ness expenses wthin the
nmeaning of IRC 8§ 23(a)(1)(A) in conputing net income for tax

pur poses, even though the ganbling enterprises were illegal under

state law. See Commir v. Sullivan, 356 U S. 27 (1958).°2

A deduction for a state inposed fine or penalty wll not be
allowed “if the all owance woul d frustrate sharply defined nati onal
or state policies proscribing particular types of conduct,

evi denced by sone governnental declaration thereof.” Tank Truck

Rentals, Inc. v. Commir, 356 U S. 30, 33-34 (1958). The Suprene

Court has stated that “[d]eduction of fines and penalties uniformy
has been held to frustrate state policy in severe and direct
fashion by reducing the ‘sting’ of the penalty prescribed by the
state legislature.” Id. This “frustration of public policy”

doctrine has consistently been applied to preclude tax deductions

°That Court st at ed:

The amounts paid as wages to enployees and to the
| andl ord as rent are “ordi nary and necessary expenses” in
the accepted neaning of the words. That is enough to
permt the deduction, wunless it is clear that the
allowance is a device to avoid the consequence of
violations of a law . . . or otherw se contravenes the
federal policy expressed in a statute or regul ation.

Sullivan, 356 U S. at 28 (enphasis added).
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for forfeitures of property to the Governnent. See e.qg., United

States v. Al genene Kunstzijde, N V., 226 F.2d 115 (4th Cr. 1955).

One reason for the disallowance is that “to all ow a deduction

[for a fine or penalty] would have directly and substantially

diluted the actual punishnment inposed.” Commir v. Tellier, 383

U S 687, 694 (1966). See also Wod v. United States, 863 F.2d

417, 421 (5th Gr. 1989) (“It is obvious . . . that the public
policy enbodied in this nation’s drug laws is not enhanced by
allow ng a tax deduction to offset a forfeiture.”).

South Carolina | aw provides that “[a]ll and every sumor suns
of noney staked, betted or pending on the event of any such gane or
ganes as aforesaid are hereby declared to be forfeited.” S.C. Code
Ann. 8§ 16-19-80 (1976). The statute permts the forfeiture of

property that is an integral part of’ or ‘fruit of’ a ganbling

operation.” South Carolina v. Petty, 241 S. E. 2d 561, 562-563 (S.C

1978). The Tax Court reasoned that, as a result of these statutes,
“South Carolina had a sharply defined policy against illegal
ganbling in 1999 as expressed in its statutes and enforced by the
[Geenville County Sheriff's Ofice].” (J.A 190.) The forfeiture
was clearly a part of South Carolina s enforcenment of its public
policy against illegal ganbling. Appellants do not contest that
the State of South Carolina has such a policy.

Appellants argue that the forfeiture was invalid and,

t herefore, the deduction cannot be denied on the grounds of public



policy. The Tax Court observed that, by questioning the validity
of the forfeiture, the Hackworths were attenpting to collaterally
attack the forfeiture, a matter which the Tax Court had no
jurisdiction to hear. Appellants argue that their deduction was
proper because no proper civil forfeiture took place under South
Carolina |aw Rat her, they argue that the alleged property has
been illegally retained by the Geenville County Sheriff’'s Ofice
and that the illegal retention of the nonies is not a governnent
sanctioned penalty under state |aw However, Edman Hackworth
voluntarily signed a formentitled “Consent Forfeiture of Mnies
Derived from Ganbling” which stated that the $152,016 had been
seized as a result of Edman’s arrest for violation of the South
Carolina ganbling statutes. (J. A 279.) The Consent further
stated that the parties were entering into “a conproni se settl enent
to avoid litigation” and that the $152,016 seized was being
forfeited pursuant to South Carolina Code 8§ 16-19-80.

Taxpayers argue that the consent formis “inconplete” and,
consequently, ineffective, because it is not signed in the space
provided for an assistant solicitor or a judge to sign. However,
they have not provided any legal authority to denonstrate that
Edman Hackworth’s signature, along wth his conviction for
adventuring in lotteries, is insufficient to effect a consent to
forfeiture. Before the Tax Court, Lieutenant Robert L. G|l espie,

with the Geenville County Sheriff’'s Ofice, testified that he



understood the consent to be effective upon conviction wthout a
judge’s signature. (J.A 155.) Wile the taxpayers assert that
this is only Gllespie's interpretation of the law, they point to
no |l egal authority that woul d render his understanding of the | aw
to be erroneous.

Appel l ants argue that no forfeiture took place because no in

remaction took place. See Ducworth v. Neely, 459 S. E. 2d 896, 899

(S.C. C. App. 1995) (an action for forfeiture is an action in rem
agai nst the property itself ). Relying on Petty, 241 S E. 2d 561

they assert that an in remacti on was necessary to determ ne, anong
ot her things, whether Edman’ s consent was know edgeabl e. However,
t hat case does not discuss a situation where, as here, there was a
consent forfeiture.® Inportantly, in the instant case, the Consent
provides that it is a “conprom se settlenent” entered into for the
express purpose of “avoid[ing] litigation.”

Appel lants also rely on the case of Mwore v. Timerman, 276

S.E.2d 290 (S.C 1981), which they characterize as a case that

requires a forfeiture hearing to be held even where the statute in

]In that case, pursuant to a search warrant, SLED agents found
and seized cash and checks totally $23,549.58, in the sane room
wher e ganbl i ng paraphernalia was di scovered. Petty pled guilty to
South Carolina Code § 52-15-10 and the State subsequently
petitioned to have the seized nonies and checks forfeited to the
state pursuant to South Carolina Code 8§ 16-19-80. Petty appeal ed
the forfeiture on the grounds that the evidence was insufficient to
support a finding that the nonies and checks found were “staked,
betted or pending” within in the nmeaning of 8 16-19-80 in that
there was no direct showing that the nobney was involved in
ganbling. Petty, 241 S. E. 2d at 562.
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guestion provides for an automatic forfeiture.* |In that case, the
Sout h Carolina Suprene Court determ ned that the crimnal defendant
was charged with hunting deer at night and the crimnal trial
provided the due process necessary to support the statutory
forfeiture of the guns in his possession at the tine of his arrest.
Id. at 292. The South Carolina Suprene Court held that the only
hearing required, when there is an automatic forfeiture, is one to
allow an innocent third party claimng an interest in one of the
forfeited guns to be heard. 1d. at 292-293. |In the instant case,
there is no third party claimng an interest in the nonies
forfeited and, consequently, More is inapplicable. The taxpayers
have presented this Court with no |l egal authority to support their
argunment that a consent to forfeiture does not permit the State to
forego an in rem proceedi ng when that consent specifically states
that it is signed to “avoid litigation.”

Appel l ants al so argue that, shortly before the trial before
the Tax Court, Edman “revoked” his consent to the forfeiture.
Appel I ants have failed to address whether the attenpt to revoke his
consent, long after the forfeiture had been conpl eted, could have

any |egal effect. Regardl ess, the Tax Court found the argunent

“‘Appel | ants concede that there are South Carolina decisions
t hat have found an automatic forfeiture upon conviction of a crine
or fromthe possession of contraband, but assert that those cases
were not pursuant to the ganbling statute used in the instant case.
See Ducworth, 459 S. E. 2d 896; South Carolina v. Coin-Qp. Video Gane
Mach., 525 S.E. 2d 872 (S.C. 2000).
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t hat Edman revoked his consent to forfeiture to be “uncorroborated
and unpersuasive.” This Court defers to a trier of fact on a

question of credibility. MGCary v. Runyon, 515 F.2d 1082, 1086

(4th Cir. 1975); see also Anderson v. City of Bessener Gty, N C

470 U.S. 564, 575 (1985).

Appel | ee asserts, and the Tax Court agreed, that appellants
are attenpting to collaterally attack the forfeiture of the
ganbling funds. Appellants contend that they are not attacking
whet her the funds should be retained by the Geenville County
Sheriff’'s Ofice, an issue they concede is not within the Tax
Court’s jurisdiction. Rather, appellants assert that the issue is
whet her a deduction shoul d be all owed as a busi ness | oss. Appellee
asserts that whether or not the forfeiture was valid under South
Carolina law is an issue between the taxpayers and the Geenville
County Sheriff’'s O fice. This Court agrees. I f the taxpayers
believe that the forfeiture was invalid, the proper renedy is for
themto sue the Geenville County Sheriff’s Ofice and seek return
of the funds. Appellants’ counsel indicated at oral argunent that
t he taxpayers were, in fact, nowtrying to challenge the forfeiture
in the South Carolina state courts, but that such chall enge may
prove to be untinely. Regardless of whether that actionis tinely,
the Tax Court has no jurisdictionto determ ne whether a forfeiture
was valid or invalid and until it is determned to be invalid the

retention of the $152,016 by the Greenville County Sheriff’'s O fice
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is a“forfeiture” paid “to the governnent” rather than a “business
| oss” (as appellants now argue) or paynent for “legal and
pr of essi onal services” (as they clainmed on their Schedule O

Appel lants argue that the result in this case violates the
“principle” that only net inconme should be subjected to tax. A
t axpayer generally is not taxed on the gross incone of his
business, but rather is allowed to deduct the ordinary and
necessary busi ness expenses that are incurred. See |.R C § 162.°
Appel l ants argue that they should be able to deduct the nonies
retained by the Geenville County Sheriff’s Ofice for “reasons
anal ogous to a theft or casualty loss.” The appellants point out
that the United States Supreme Court has allowed a ganbler to

deduct busi ness expenses or | osses. See Sullivan, 356 U S. 27

Wile the Court in Sullivan specifically acknow edged that a
deduction for “ordinary and necessary expenses” wll ordinarily be
permtted, such a deduction will not be permtted if “the all owance
is a device to avoid the consequence of violations of alaw” 1d.
at 28. The taxpayers in Sullivan were seeking a deduction for
wages and rent, not for the forfeiture of funds as in the instant
case. Such a deduction would run contrary to the public policy and

|l aws of the State of South Carolina.

°As di scussed above, appellants are seeking a deduction under
§ 165 rather than § 162.
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We are of opinion the Tax Court correctly decided, as a matter
of public policy, that the Hackworths are not entitled to a
deduction for the $152,016 forfeited to the Geenville County

Sheriff’'s Ofice. The judgnent of the Tax Court is accordingly

AFFI RVED.
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