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In the Matter Of the Appeals of ) A L o /
) ) = iYhg L
1 P ‘5'3’ ¢y,
ARDY T'. THOWPSON AND HELEN THOMPSON ) FRANGL T e G
and HARRY G AND AGNES THOMPSON ) S5 TAX Bonpy

Appear ances:
For Appellants: Archibald M. Mull, Jr., Attorney at Law
For Respondent: F. Edward Caine, Senior Counsel

WP IWION

These appeals are made pursuant to Section 18594 of the
Revenue and Taxation Code fromthe action of the Franchise Tax
Board on protests to proposed assessnents of additional personal
income tax against Ardy T. and Hel en Thonpson in the amounts of
$4L82. 4L, $7.,355.68, $177,.257. Nk and §?0693 for the years 1951,
1352, 1953 and 1954, respectively, ,A00 against Haer G and ignes
Thonpson in the anounts of ¢2,717.69 and $1,303.60 for the years

1951 and 1952, respectively.

Appel lants Ardy and Harry Thonpson (hereinafter called
Appel ' ants) are father and son. Each conducted a coin nmachine
busi ness in the Sacranento area during 1951 and part of 1952.

On June 30, 1952, Appellant Ardy Thonpson took over his son's
busi ness and conbined the two businesses. Harry thereafter
continued in the business as a salaried enployee of his father
Before that, the businesses were separate, although they shared
a shop and both used the same mechanic to make répairs. In
addition to flipper pinball machines, shuffle bowers, nusic
machi nes, and some m scell aneous amusenent machines, both Appel -
lants owned a proportionately large number of multiple-odd bingo
pi nbal I machi nes.

The equi pment was placed in various |ocations, such as bars
and restaurants. The proceeds from each machine, after exclusion
of expenses clainmed by the |ocation owner in connection with the
operation of the machine, were divided equally between the machine
owner and the l|ocation owner

The gross income reported in Appellants' tax returns was the
total amount retained fromlocations. Deductions were taken for
depreciation and various other business expenses. Respondent
determned that Appellants in the years in question were renting
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space from the owners of the locations in which the machines

were placed, and that consequently all the coins deposited in the
machi nes constituted gross income to them Respondent al so dis-
allowed al | expenses pursuant to Section 17359 (now 17297) of the
Revenue and Taxation Code, which read:

In conputing net inconme, no deductions shall be allowed
to any taxpayer on any of his gross incone 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 deductions be allowed to

any taxpayer on any of his gross incone derived from
any other activities which tend to pronote or to
further, or are connected or associated wth, such

I l1legal activities.

The evidence indicates that the operating arrangenents
between the individual Appellants and each |ocation owner were
the same as those considered by us in_Appeal of C B, Hall, Sr.,
Cal. St. Bd. of Equal., Dec. 29, 1958, 2 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
wer e engared in a joint venture is, accordingly, applicable here.
Consequently, only one-half of the ampunts deposited in the
machi nes operated under these arrangenents was includible in the
gross income derived from Appellants’ respective operations

In Appeal of Advance Automatic Sales Co., Cal. St. Bd. of
Equal ., Oct. 9, 1967, CCd Cal. Tax Rep. Par. 201-984, 2 P-H State
& Local Tax Serv. Cal, Par. 13288, we held the ownership or
possession of a pinbal | machine to be illegal under Penai Code
Sections 330b, 330.1 and 330.5 if the machine was predom nantly
a gane of chance or if cash was paid to players for unplayed free
games, and we also held bingo pinbal 1 nachines to be predom nantly
ganmes of chance,

Here, the evidence clearly indicates that it was the genera
practice to pay cash to players of the bingo pinball machines for
unpl ayed free games. Accordingly, the bingo pinball phase of
A%pel ants ' businesses was illegal, both on the ground of owner-
ship and possession of bingo pinball machines which were pre-
domnantly games of chance and on the ground that cash was paid
to wnning ﬂlayers. However, the evidence indicates that Appel-
| ant Ardy Thonpson sold all of his bingo pinball machines b%
February 15, 1954. we conclude that the illegality ceased by
February 15, 1954, and that Respondent was correct in applying
Sgctlon 37359 during the period from My 3, 1951, to February 15,
1954, only.

Al of the equipment owned by Appellants was usually
serviced by Appellants! mechanic. ~ Appellants personally” collected
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fromall types of machines and often serviced them themsel ves,
Accordingly, there was a substantial connection between the
i1l1egal activity of operating multiple-odd bingo pinball machines
and the legal operation of music machines and m scel | aneous
anusement nachi nes and Respondent was correct in disallowng all

t he expenses of the businesses for the period from My 3, 1951,
to February 15, 1954.

The evidence also clearly indicates that it was the general
gractlce to give prizes to winning players of the shuffle bow ers.
here were no records of amounts paid to wnning players on
ApPeI]ants' bi ngo pinball machines or the cost of prizes given
relative to the shuffle bow ers and Respondent estimated these
unrecorded anounts as equal to 50 percent of the total anounts
deposited in those nachines.

Wth respect to the bingo pinball machines of Appellants,
Respondent's auditor testified that the 50 percent payout figure
was based upon an estimte of 40 - 60 percent given to himby a
| ocation owner when interviewed at the time of the audit.

At the hearin% in this matter, a |ocation owner having one
or two of Appellant Harry Thonpson‘s bInPO pi nbal | machi nes
estimated that cash payouts to winning players for unplayed free
games constituted from 10 to 20 percent of the proceeds in the
nachines.  An employee at a |ocation having two or three of
Appel lant Ardy Thonpson's bingo pinball machines also estimated
cash payouts at from 10 to 20 percent. Appellant Harry Thonpson
estimated that cash payouts on his bingo pinball machines ran from
15 to 20 percent while Appellant Ardy Thonspon estimated that
expenses clained by locations having his bingo pinball nachines
ran about 20 percent. Wth respect to the shuffle bow ers, no
evi dence was submtted by Appellants at the hearing in regard to
the cost of the prizes.

Based upon our experience in many other cases of this Kkind,
the payout estimates at this hearing were unusually low  Being
mndful that these estimates were nade long after the years in
whi ch the payouts occurred and that Respondent's conputation of
?ross incone is presunﬁtlvely correct, we believe the payout

igure relative to both bingo pinball nachines and shuffle bow ers
shoul d be reduced to 30 percent with respect to the businesses of
both Appel | ants.

_ In connection with the conputation of the unrecorded payouts,
It was necessary for Respondent’s auditor to estimate the per-
centage of Appellants' recorded gross incones arising from bingo
Plnba | machines and shuffle bowers since all machine incone was
unped together. On the basis of an interview with Appellants,
Respondent’ s auditor attributed 5/6 (83 percent) of the reported
machi ne incone of each Appellant to nmachines as to which payouts
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and prizes were given. At the hearing, Appellants estimted that
during each of the years in question about 70 percent of their
respective reported nmachine incomes was attributable to bingo
pinbal | machines. Both Appellants had a considerable nunber of
shuffle bow ers and Appellant Harry Thonpson estimated that about
10 percent of his reported machine inconme was attributable to such
machines.  The evidence before us, therefore, appears to confirm
the validity and reasonabl eness of Respondent's allocation and we
can see no reason to disturb it.

Qur conclusion that Section 17359 is not applicable after
February 15, 1954, necessitates a determ nation of expenses for
the early part of 1954. Appellant Ardy Thonpson filed a schedule
showi ng a breakdown of expenses for the year 1954 which indicated
that only $5,752.29 out of ¢21,082.42 for the entire year was
attributable to the period extending from January 1 to February 15,
1954. There being no other evidence in this regard, we conclude
that $5,752.29 represents the disallowance expenses occurring '
prior to February 15, 1954, and that the remmining expenses in the
amount of $15,330.13 for the year should be allowed.

ORDER

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

I T IS HEREBY ORDERED, ADJUDGED ANL DECREED, pursuant to
Section 18595 of the Revenue and Taxation Code, that the action
of the Franchise Tax Board on protests to proposed assessnents of
addi tional personal inconme tax against Ardy T. and Hel en Thonpson
in the amounts of $482.44, ¢7,355.68, $17,257.05 and $906. 23 for
the years 1951, 1952, 1953 and 1954, respectively, and against
Harry G and Agnes Thonpson in the anounts of $2,717.69 and
$1,303.60 for the years 1951 and 1952, respectively, be nodified
in that the gross income for all of the years and the disallowance
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of expenses for 1954 are to be reconputed in accordance with the
opi nion of the Board. In all other respects the action of the

Franchi se Tax Board is sustained.

Done at Pasadena, California, this 21st day of Cctober, 1963,

by the State Board of Equalization.

John ¥. Lynch

Geo. R, Reilly

Paul R. Leake

R chard Nevi ns

ATTEST: H. F. Freeman , Executive Secretary
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