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BErfORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALIFO:ANIA
In the Matter of the Appeal of )
M CHAEL AND NELLY GOVNEf} 3
Appear ances:
For Appellants: James Vizzard, Attorney at Law

For Respondent: A 3en Jacobson, Associate Tax Counsel
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This appeal IS mad2 pursuant to sezecticn 18594 of the
Revenue and Taxation Code from the asticn Of the Franchi se Tax
Board on the protest of Michael and Nelly Gemez tO proposed
assessnents of additional personal incone tax in the amounts
of $1,080,26, $989,28, $8383,42 and $646.75 for the years 1953,
1954, 1955 and 1956, respeitively,

Appel | ant iiichael Gumez was a partner with Dallas E.
McPherson and Harry &, Banister in the ¥MGB Anusenent Co, ™GB
conducted a coin machine business in the Bakersfield area, It
owned music machines, multiple-odd bingo pinball machines,
flipper pinball mnachines, ciaw nmachines and m scel | aneous
amusenent machines. The equi pnent was pl aced in sone 50 | oca-
tions such as bars and restaurants, and the proceeds from each
machi ne, after exclusion of expenses clainmed by the |ocation
owner in connection with the operation of the machine, were
di vided equal |y between GB and the |ocation cwner.

The gross inconme reported in the MGB tax returns was the
total of amounts retained from | ocations, Deductions were taken
for depreciation, repair parts, phonograph records, and other
busi ness expenses, Kespondent determned that 1iGB was renting
sPace in the locations where its nmachines were placed and that
all the coins deposited in the machines constituted gross incone
to MGB. Respondent also disallowed all expenses pursuant to
section 17297 (17359 prior to June 6, 1955) of the Revenue and
Taxation Code which reads:

In conputing taxable inconme, no deductions shal

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

deductions be allowed to any taxpayer on any of

his gross income derived from any other activities
which tend to pronote or to further, or are

connected or associated with, such illegal activities,
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Appeal of M chael and Nelly Gonez

The evidence indicates that the operating arrangenments
bet ween iGB and each | ocation owner were the sanme as those
considered by us in Appeal of hall, 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 andeach | ocation owner were engaged in
a joint venture in the operation of these machines is, accord-
ingly, applicable here,

I n Appeal of Advance Automatic Sales Co,, Cal, St, Bd,
of Equal,, oOct. 9, 1.9RZ, , _lax Cas, Par, y % BH
State & Local Tax serv, cal. Par. 13288, we hel d The ownership
or possession of a pinball machine to be illegal under Penal
Code sections 330b, 330.1, and 330.5 if the nachine was pre-
domnantly a game of chance or if cash was paid to players for
unpl ayed tree games, and we al so held bingo rinball machi nes
to be predom nantly games of chance,

. From the testinony of appellant lichael Gomez,Harry
Bani ster and three |ocation owners, together with statements
by two Locations made to respondent's auditor in 1958, it
appears that it was the general practice to pay cash to players
of ¥GB's rTuIt|de e-odd bingo pinball machines for unplayed free
ames, Accor mglal, this phase of 1lcBis business was 111 egal
oth on the ground of ownership ant possession of bingo pinbal |
machi nes9 which were predom nantly games & chance, and on the
ground that cash was paid to wnning players.

W have previously held the operation of a claw machine
to be illegal whether orno-t a successful player is permitted
to redeem the merchandi se for cash, (Appeal “of Perinati, Cal.
St, Bd, of Equal,, April 69 1961, 3 CCH Cal. Tax cas, Par.

2?1- 733, BCIZIH SSttate & L]g)caEI T?x Servi Cal, Par. 58191; eal
Ol Seeman : , bBd. O ual,, July 19, 1961, 3 CCH Cal. .
[ax Cas, Par, 201-825, 3 P-H gt ate & Loc¥1l Tax Serv, Cal, Par.
58028,) I nasmuch as there was illegal activity, respondent was
correct in applying section 17297,

Al nost _every one of 1GB's | ocations had a music machine,
About 10 to 15 of the l[ocations had nultiple-odd bingo pinball
machines=  The maxi mum nunber of claw machi nes operated by }GB
was about 10. The partners personally managed the entire route,
McPherson made nmost of the collections and solicitations of new
| ocations while Banister did nost of the repair work,, Gonez had
a regular job elsewhere and devoted only a snall portion of his
tinme to the MGB business.,
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~ The naking available of pinball, claw, nusic or other
machi nes as desired by | ocati on owners, the volume of business
which permtted specialization between the primary working
artners, and the centralized operation of the over-all _
usiness indicate that the legal activity of operati nﬂ nusi ¢
machi nes and amusement machines was associated with the illegal
activity of operating nultiple-odd bingo pinball machines an
cl aw machi nes* Respondent was therefore correct in disallow
Ing the expenses of the entire business.

~ There were not conplete records of anounts paid to
winning players on the nultiple-odd bingo pinball machines
and the claw machi nes, and respondent estinated these unre-
corded anounts as equal to 50 ﬁercent of the total amounts
deposited in such nmachines, The basis for the 50 percent
estimate wasprimarily the experience of respondentts auditor
in auditing other pinball machine operators. Respondent's
auditor interviewed the }GB partners and also a few | ocation
owners, In the course of these interviews, he received state-
ments that p%outs were made but no one was able to give an
estimate of what percentage the payouts were of the total
amounts deposited in the machines,,

As we also held in Rail, supra, respondent's conputation
of gross incone is presumpiively correct. There is no evidence
either from appellantis own testinony, or otherw se, which
woul d indicate that the 50 percent ﬁayout estimte was excessive
and it appears to be consistent with results obtained from
ot her pinball operators. Under the circumstances, the 50 percent
payout estinmate nust be sustained,

~ MGB's records did not segregate the pinball and claw
machi ne i nconme from the music and amusement machine income.
Respondent’ auditor was unable to obtain an estimate from
any of the partners as to the basis for a proper breakdown
and, upon examination of the inventory of equipment, he
completed his audit on the basis that 50 percent of the re-
corded gross income arose from multiple-odd bingo pinball
machines and claw machines and 50 percent from music machines
and amusement machines,

Appel  ant has sorted through many of the individual
collection reports and with his know edge of the ttypes of
equi pnent in many of the locations has estimted that only
25 percent of the recorded gross income was derived from
multiple-odd bingo pinball machines and claw machines,

) Appellant was in a good position to make a reasonable
estimate because of his knowiedga of the business. 1In all of
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for the years 1954, 1955 and 1956 in that the gross income is
to be reconputed in accordance with the opinion of the bPFrd
and that the action be reversed for the year 1953, In a

ot her respects the action of the Franchise Tax Eoard is sus-
t ai ned,

Done at Fasadena, California, this 27th day of Novenber,
1962, by the State Board of Eugalization.

Ceorge R, Reiliy ,Chairmar
Ri chard Nevins ,Member
John %, Lynch yMember
Paul R. Leake ,Member
Jlember
’ ATTEST. Dixwell L, Pierce, Secretary
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