locations, such
machine,
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exclusion of expensesclaimed by the location owner in connection
with the operation of the machine, were divided equally between
t he machi ne owner and the |ocation owner,

~The gross incone reported in tax returns of the

B%rtner_shlp was the total of amounts retained from | ocations,

ductions were taken for depreciation and various other busi-
ness expenses, Respondent determned that the partnership was
renting space in the locations where the nmachines were placed
andt hat all the coins deposited in the nmachi nes constituted
gross income to'the machine owner, Respondent also disallowed
all expenses pursuant to section 17%97 17359 prior to June 6,
1955) of the Revenue and Taxation Code which reads:

In conputing taxable incone, 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 promote or to further, or are

connected or associated with, such illegal activities.

The evidence indicates that the operating arrangements
between the partnership and each location owner were the sane
as those considered by us in Appeal of ¢, B, Hall, Sr,, Cal., St.
Bd, of Equal,, Dec. 29, 1958, Z CCH Cal, Tax Cas, Par. 201-197,
P-H State & Local Tax Serv, Cal, Par, 58145, Qur concl usion in
Hall that the machi ne owner and each location owner were engaged
in a Joint venture in the operation of these machines is,
accordingly, applicable here, Thus, only one-half of the
amount s deposited in the machines operatéd under these arrange-
ments was includible in the partnership's gross i ncone,

| n Appeal of Advance Automatic Sales Co., Cal. St. Bd.

of ‘Equal,, Oc¥%., G, 1962, CCH Cal. Tax Rep. Par, 201-984, P-H _

State& Local Tax Serv. Cal. Par. 13288, we held the ovvnershlcg. ‘

or possession of a pinball machine to be illegal under Penal de

sections 330b, 330.1 and 330.5 if the machine WasS predom nantly

a gane of chance or if cash was paid t0 players for unplayed

free games, and we also held bingo pinball machines to be

predominantly ganes of chance,

_ Four location owners who had the partnership's bingo
pi nbal | machi nes appeared as witnesses at the hearing of this
matter, One of them testified that cash was paid to w nnfng

pl ayers for unplayed free games, one said he did not know
whether this was done in hrs establishment and two denied

maki ng payouts, Those who did not admt making payouts, however,
identified certain collection reports relative to their respec-
tive locations, and each of these reports showed a meter readi ng
of the free games which had been won and not played of f al on?
with a mathematical computation Of what <¢his nunber represenfed
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. indollars and cents. Wen questioned whether this neter was
used to check against the anount clainmed by the |ocation owner
as reinbursement for cash payouts to winning players for unplayed
free games, appellant Max M, Andrews testified that it didn't
do any good and, although neter readings were recorded in the
col l ection reports in 1953 and 1954, this practice was discon-
tinued since thewﬁartnershlp had no choice but to pay the
| ocation owners whatever they clained as reinbursement for
payouts. Appellant Max M Andrews estimated that the bingo
pi nbal | machines were set to pay out about 30 percent for free
games and he testified that the bingo pinball machines were
drilled "all the time." Drilling permts the wongful manipula-
tion of the mechanismby the insértion of a wire or other object
to register free ganes, a form of cheating which would be
unlikely in the absence of cash payouts,

From the evidence before us we conclude that it was
the general practice to make cash ?ayouts to players of bingo
pinball nmachines for free ganes not played off. "Accordingly,
this phase of the partnership's businesS was illegal, both “on
the ground of ownership and possession of bingo PI nbal | machi nes
whi ch were predom nantly ganes of chance and on the ground
that cash was Pa;d to wnni n% gl ayers. Respondent was therefore
correct in applying section 17297

. _ The entire coin machi ne business appears to have been
integrated., Appellants Max M, Andrews and Janmes D. McClinton
personal 'y collected from all types of machines and serviced
_them, Accordingly, there was a substantial connection between
the illegal actrvity of operating bingo pinball machines and
the legal operation of nusic machines and mscellaneous
amusement machines. Respondent was therefore correct in dis-
al | owi ng the expenses of the entire business.

_There were no records of anmpunts paid to w nning
pl ayers of the bingo pinball machines and respondent estimated
"~ these unrecorded amounts as equal to 50 percent of the total
amounts deposited in such machines. The estinmate was based On
~results of audits of other pinball machine operators, primarily
inthe Vallejo area, and also on a 50 percent estimte given by
one | ocation owner when interviewed in 1957, About 75 col |l ection
reports, representing random sanples .of 1953 and 1954 collections,
were given to the auditor by the appellants at the tine of the
‘audit. These reports disclose an average payout of about 45 per-
cent. W believe that these collection reports constitute the
best evidence of the actual payout percentage during the period
in question and, accordingly, Wwe believe the payout percentage
shoul d be reduced to coincide with the 45 percent figure,

In connection with the conputation of the unrecorded
. ,payouts and in accordance with the segregation of income found
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in the records of the partnership, respondent divided the nmachine
income reported by the partnership into the three categories of
pinbal |, music and other machines. Res Pdem onsider.e% ,|

of the pinball income as being attri ut%% eto %I ngo pin afa1
machines.  Appellant Max M, Andrews testified that the partner-
ship also had some flipper pinball machines; however, appellants
have not established that the Income therefrom was significant.
Under the circunmstances we have no reason to disturb respondent's

al | ocation,

ORDER

Pursuant to the views expressed in the opinion of the
?ﬁardf on file in this proceeding, and good cause appearing
erefor,

. I T I'S HEREBY ORDERED, ADJUDGED AND DECREED, pursuant
to section 18592 of the Revenue and Taxation Code, that the
action of the Franchise Tax Board on protests to proposed
assessnents of additional personal income tax as follows:

Appel | ant Year Anmount

Max M and Marion J. Andrews 1954 $ 738.16
: 1955 1,430.01

Russel | B. and Bessie carlson 1 954 728.51
1955 1,459.81
James D. and Dorothy L, McClinton 1954 . 663,05
1955. 1,440,01

be nmodified in that the gross income is to be reconputed in
accordance with the opinion of the board. In all other respects
the action of the Franchise Tax Board is sustained.

' Done at Sacr anent o. , vLalifornia, this 18th day of

February , 1964, by the State Board Of Equalization.’
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