BEFORE THE STATE BOALRD OF ECUALIZATION

OF THE STATE OF CALIFORNIA

In the Matter of the Appeals of

WILLIAM H REMINGTCF, JR., AND
T. F. AND PHYLLIS T.
TOVER, WAYNE IR, AND BLATOHE I\cl)C HARDIN,

RUTH REITINGTON
and HUB AMUSEMENT COVPANY,

Appear ances: "'
For Appel | ants:

For Respondent :

OP I

)
)
)
)
)

Ray Manwell, Attorney at

&, Ben Jacobson,

NI ON

Law

e

3-

Associ ate Tax Counsel

These appeal s are made pursuant to Sections 18594 and 25667
of the Revenue and Taxation tode fromthe action of the Franchise
Tax Board on protests against proposed assessnents of additiona

tax as foll ows:
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roprietorship in Sutter and
ties Misic Conpany,

and
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Appellant T. F. Tower operated a single proprietorship in the sane
counties under the nane Tower Misic Conpany. some time in 1952,
the two individuals formed a partnership and amal gamated their
two businesses. Thereafter the partnership conducted a business
under the name Hub Amusement Conpany. pel | ant Wayne R Hardin
conducted a single proprietorship in Sutter and Yuba Counties
under the nanme Wayne's Anusenent Conpany from February 2, 1954,

to April 7, 1956, on which date he became a member of the Hub
Amusement Company partnership. On October 1, 1957, the business
of the Hub Amusenent Conpany partnership was-taken over by a cor-
portion called Hub Amusenent nmpany, |Inc.

~ Each of the businesses in question owned pinball machines,
musi ¢_machines and m scel | aneous amusement machines. Mst of
the pinball machines were of the bingo variety. In addition
vMyﬁys Anusement Conpany and Hub Anusenent Conpany had cigarette
machi nes.

Cgarette machines were first ach|red_bK Hub Anusenent
Conmpany in 1954. Initially, they were furnished to |ocation
owners ‘W thout charge for the purpose of al | owi ng |ocation owners
to make sales of cigarettes. At sone later time, this practice
was abandoned and Hiub started selling cigarettes in the machines.
(One enploKee col l ected exclusively on these machines, but the
sane warehouse and repair facilities were used for all machines.
Commencing | N 1956, Hub's Cigarette machines, together wth
certain "bumper pool" ganes were operated by Hub's partners, at

| east on the books, under the nane & & A Vending Conpany.

The equi pment of these various businesses was placed in nore
than one hundred |ocations and the proceeds from each machine,
other than cigarette machines, were divided between the l|ocation
owner and the nachine owner. Prior to the division, however, the
| ocation owner received from the proceeds the amount he clained
for exvenses. The division was usually an equal division, but in
some situations With respect to nusic nachines, the [ocation owner
woul d receive only 40 percent or only 30 percent. |n the case of
cigarette machines wherein the machine owner was selling
cigarettes, the location owner received a conm ssion on cigarettes
sold. Typically, this anount would be 3¢ per pack

. The gross income reported in tax returns was, except as to
cigarette machines, the total of ampunts retained fromthe |oca-
tions. In the case of C|Parette.nach|nes where one of the busi-
nesses in question was selling cigarettes in such machines, the
gross incone reported in tax returns was the total anount of
coins deposited in the machines |ess the cost of the cigarettes.
Deductions were taken on returns for depreciation, salaries, cost
of phonograph records, conm ssions and ot her business expenses

_ Respondent determned that each of the businesses in ques-
tion was renting space in the locations where the machines were
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pl aced and that all the coins deposited in the machines other than
cigarette machines constituted gross income to the business. The
gross incone fromthe cigarette machines was considered to be as
reported in the tax returns. Respondent also disallowed all
expenses pursuant to Sections 17297(17359 prior to June 6, 1955)
and 24436 of the Revenue and Taxation Code.  Sections 17297 and
24436 are substantially identical, the fornmer applying to
individuals and the latter to corporations. Section 17297 reads:

In conputing taxable incone, no deductions shall be
allowed to any taxpayer on any of his gross income
derived fromillegal activities as defined in
Chapters 9, 10 or 10.5 of Title 9 of Part 1 of

the Penal Code of California; nor shall any deduc-
tions be allowed to any taxpayer on any of his
gross incone derived fron1an¥ other activities
which tend to pronote or to further, or are con-
nected or associated with, such illegal activities.

The evidence indicates that the operating arrangenents
bet ween each of the businesses here in question and each |ocation
owner were, except as to cigarette machines, the same as those
considered by us in Appeal of C. B. Hall, Sr., Cal. St. Bd. of
Equal ., Dec.” 29, 19537 CCH Cal, Tax Cas. Par. 201-197, 3 P-H

State & Local Tax Serv., Cal. Par. 58145. Qur conclusion in Hall
that the machine owner and each | ocation owner were engaged in a

joint venture in the operation of these machines is, accordingly,
applicabl e here.

In Appeal of Carl P. Reinert, Cal. St. Bd. of Equal.,
ilarch 22,7 1962, CCH Cal. Tax Rep. Par. 201-913, 3 P-H State &
Local Tax Serv. Cal. Par. 58232, we held that a cigarette vending
machi ne owner who furnished the cigarettes and serviced the
machine was renting space in the |ocation and that the gross
incone of the machine was attributable entirely to the machine
owner. The conclusion in Reinert is applicable here.

I n Appeal of Advance Automatic Sales Co., Cal. St. Bd. of
Equal ., Oct. 9, 1962, CCH Cal. Tax Rep. Par. 201-984, 2 P-H State
& Local Tax Serv. Cal. Par. 13288, we held the ownership or

ossession of a pinball machine to be illegal under Penal Code
ections 330b, 330.1, and 330.5 if the machine was predom nantly
a game of chance or if cash was paid to players for unplayed free
games, and we also held bingo pinball machines to be predom nantly

games of chance.

From the testimony of the three principals above mentioned
and of five of the location owners, it is clear that it was the
?eneral practice to pay cash to players of the pinball machines

or un Ia¥ed free gameS. Accordingly, the pinball machine phase
of each of the businesses here in question was illegal, both on
the ground of ownership and possession of bingo pinball machines
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which were predom nantly ~ames of chance and onthe ground that

cash was paid to winning players. _Respondent was therefore
correct in applying Sections 17297 and 24436,

45 to each of the businesses here in question, the pinball
machi nes produced nmore than half of the income. For the nost
part, the individuals who made collections or repairs made such
as to all tyPes of equi pment handled by a ﬁartlcular busi ness.
Nbshlof the locations had both a music machine and a pinball
machi ne.

It appears that the cigarette machines of Hub were initially
used to promote the rest of the business by acconmodating | ocation
owners.  Presumably theY were placed in locations where other
thes of machines were located, Although one col]ector handled
these machines exclusively after Hub began to sell cigarettes in
them and the partners of Hub eventually placed the cigarette and
bunper pool portion of the business under the nanme E & 4 Vending
Conpany, the same warehouse and repair facilities were used for
al | machines. ApPeIIants have not attenpted to establish any
real separation of E& A fromHub. In this operation, as in al
of the enterprises here involved, the ownership of each type of
eqU|FnEnt aided the entire business by permtting the offering of
a full line of coin machine devices.

Ve conclude thet the illegal operation of pinball nachines
was associated or connected with the legal operation of nusic
machi nes, mscel |l aneous amusement machines and cigarette machines
and Respondent was therefore correct in disallowng all the
expenses of the businesses here in question.

There were no records of anounts paid to winning players for
unpl ayed free ganmes on the pinball nachines and Responden
estimated such anounts to be equal to 50 percent of the total
deposited in those machines. This figure was based upon inter-
views with a nunber of |ocation owners. Appellants presented no
evidence that the 50 percent estinmate was excessive. |t appears
reasonabl e under the circunstances and is sustained.

ith the exception of the Hub Amusement Conpany records,
the records of these various businesses contained no breakdown of
the income as between pinball nachines and other types of equip-
nment. Respondent's auditor made an estimate of the breakdown
based on the number of pieces of each type of equipnent, attribut-
ing equal amounts of income to each piece of equipment. Again
Appel l'ants have presented no evidence that this resulted in an
excessive allocation of inconme to the pinball machines. In view
of the usual tendency of pinball machines to produce higher
amounts of incone per machine than other types, Respondent's
estimte appears to be conservative and is sustaine
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ORDER

“Pursuant to the views expressed in the opinion of the Board
on file in this proceeding, and rood cause appearing therefor,

AT 1S HERLBY ORDERED, ADJUDGED AND 1.ECRELD, pursuant to
Sections 18595 and 25667 of the Hevenue and Taxatiur fade, that
the action of the Franchise Tax Bocrd ONn protests against pro-

osed assessments of additional tax as set forth beiny be and
he same is hereby nodified in that the gross income is to be
recomputed in accordance with the opinion of the Board:

Taxabl e
Appel | ant Type of tax Year Amount
William H. Per sonal 1952 b L,362.51
Remington, Jr., and  |ncone Tax 1953 ¢18;i13.§5
Juth Rem ngton 1954 14,989,55
1955 16,002.90
1956 13,279.49
1957 7,146.17
@ 1 r ad 1952 2,665.12
Phyllis T. Tower 1953 16,216.92
1954 14,958.63
1955 15,443.38
1956 8,169.74
Wayne R and "
Bl anche 0. Hardin %82? 1,?2%1%%
1956 10,181.84
Hub Amusenent Franchi se Tax 1957 827. 41
Conpany, Inc. 1958 827.41
Done at Sacranenta.,California., this 19th day of March,
1963, by the State Board o# Equalization., y
John . Lynch , Chai rman
Geo. R. Reilly Member
Ri chard levins , Member

, Menber

‘ Member

’

ATTEST: Dixwell L. Pierce , Secretary
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