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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
)

BURR McFARLAND LYONS )
For Appel | ant: Patrick J. Briggs
Attorney at Law
For Respondent: Bruce W Wl ker
Chi ef Counsel
David M Hi nnan
Counsel

OPI1 NI ON

This appeal is made pursuant to sections 18646
and 18594 of the Revenue and Taxation Code from the action
of the Franchise Tax Board in denying the petition of Burr
McFarland Lyons for reassessment of a |eopardy assessnment
of personal incone tax in the anount of $5,870.00 for the
period beginning January 1, 1972, and ending Decenber 3,

1972.
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On Decenber 1, 1972, undercover police officers
fromthe EI Cajon Police Department atteTPted to purchase
30 kilos of marijuana fromone John Doe.= John agreed
to the sale and went to obtain the marijuana fromhis
contact. About 45 mnutes |ater, however, he tel ephoned
the officers and told themthat "the man with the kil os"
had refused to go through with the sale.

Two days |ater, on Decenber 3, the undercover
officers received a tel ephone call from John Doe and an
individual referred to as "the nman that had the kilos."
This second individual, later identified as appellant,
arranged to neet the officers in a nearby parking |lot and
sell them 30 kilos of marijuana for $135 per kilo. That
evening the officers net appellant and John Doe at the
parking lot, and, after observing 30 kilos of marijuana in
John's vehicle, arrested both suspects. The officers then
went to appellant's home, where they discovered and seized
an additional 70 kilos of marijuana.

At the tinme of his arrest appellant was carrying
a revol ver conceal ed under his clothing. Subsequent
I nvestigation reveal ed that he had applied for a conceal ed
weapon permt on Cctober 21, 1971, and that the pernmt had
been issued the follow ng nonth

Respondent issued the jeopardy assessment in
question on Decenber 6, 1972. The anpunt of tax assessed
therein was based on estinmated taxable inconme from narcotic
sal es of $66,150.00. This figure was conEuted by assum ng
t hat appellant had sold an average of 10 kilos of marijuana
each week during the 49 weeks of the assessnment period for
an average selling price of $135 per kilo. No deductions
or exclusions were allowed from gross receipts in conputing
taxabl e incone. Appellant petitioned for a redeterm nation
of the assessnment, but the petition was denied and this
appeal foll owed.

1/ Respondent has requested that, in cases involving
alleged narcotic sales, the identities of persons not
party to the appeal be kept confidential.
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Both the federal and state income tax regulations
require each taxpayer to mmintain such accounting records
as will enable himto file a correct return. (Treas. Reg.
§1.446~1(a)(4);Cal. Adm n. Code, tit. 18, reg. 17561
subd. (a) (4).) |If the taxpayer does not maintain such
records, the taxing agency is authorized to conpute his
income by whatever method will, in its opinion, clearly
reflect 1ncone. (Int. Rev. Code of 1954, § 446(b); Rev. &
Tax. Code, § 17561, subd. (b).) Mathenmtical exactness is
not required. (Harold E. Harbin, 40 T.C 373, 377.)
Furthernore, a reasonable reconstruction of incone is
presumed correct, and the taxpayer bears the burden of
di sproving the conputation. (Breland v. United States,

323 r.2d 492, 496.) The presunption is rebuifed, however,
where the reconstruction is shown to be arbitrary and
excessive or based on assunptions which are not supported

by the evidence. (Shades Ridge Holding Co., Inc., T.C

Meno., COct. 21, 1964, aff'd sub nom F orelTa v. Conm Ssioner,
361 F.24 326.) In such a case, the reviewng authority

may revise the computation on the basis of all the avail-

abl e evidence without regard to the presumption of correct-

ness. (Shades Ridge Holding Co., Inc., supra; eal of
David Leon Rose, Cal. St. Bd. of Equal., March 8, 1976.

The instant appeal is simlar to a nunber of
cases which have recently cone before this board. In
these cases the taxpayer has typically been arrested under
circunstances which indicate that he was engaged in the
narcotics traffic. The local police notify respondent of
the arrest, and respondent then attenpts to reconstruct
any inconme which the taxpayer na% have derived from sales
of narcotics. For sone reason ich is not readily apparent,
in these cases respondent does not usually use any of the
nmore traditional nethods of reconstructing incone, such as
the net worth nethod, the bank deposit method, or the cash
expendi tures nethod. Rather, respondent has adopted a
system which may be terned the "projection nmethod":
Respondent first determ nes the taxpayer's income for a
base period, usually one week, then projects this figure
over the entire period of sales activity to yield the
t axpayer's total incone.
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Li ke any nethod of reconstructing incone, the
projection nethod is sonewhat speculative. For exanple
It rests on a hypothesis that the ampunt of sales during
the base period Is representative of the |evel of sales
activity throughout the entire projection period, a
hypot hesi s which may or may not be true. (Conpare
Pizzarello V. United States, 408 F.2d 579, cert. denied,
396 US. 986 [24 L. Ed. 2d 450] with Hamilton v. United
States, 309 F. Supp. 468, aff'd, 429 r.2d 427, cert.
denied, 401 U S. 913 [27 L. Ed. 2d 812].) The speculation
i s conmpounded, furthernore, when the projection nmethod is
applied to reconstruct income from suspected iIIePaI
activities. Since illegal activities are generally
carried out covertly, there is seldomany hard evi dence on
which to base the reconstruction. [In the narcotics cases
whi ch have been brought to our attention, assunptions and
estimates rather than facts have therefore often been used
to fill in critical elements of the formula, including the
average selling price of the drugs, the number of sales
during the base period, and the T'ength of time during which
t he taxpayer has been involved in the narcotics traffic.

Because of the difficultly inherent in obtaining
evidence in cases involving illegal activities, the courts
have general ly recogni zed that the use of sonme assunptions
must be allowed in cases of this sort. To hold otherw se,
as one court has pointed out, would be "'tantanount to
hol ding that skillful concealnment is an invincible barrier
to proof'...." (Shades Ridge Holding-Co., Inc., supra.)
However, the courts also recognize the dilenma facing a
t axpayer whose income has been reconstructed. Since he
bears the burden of proving that the reconstruction is
erroneous (Breland v. United States, supra), he is put in
the position of having to prove a negative -- that he did
not receive the income attributed to him This is at best
a difficult task, and in practice it may often turn out to
be nearlﬁ i npossible. Therefore, in order to insure that
use of the projection method does not lead to injustice by
forcing the taxpayer to pay tax on inconme he did not
receive, the courts requiré. that each assunption involved
in the reconstruction be based on fact rather than on
conjecture. (Lucia v. United States, 474 r.2d 565;

Wwillits v. RiChardson, 497 F.2d 240; Shapiro v.
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Secretary of State, 499 r.2d 527, aff'd sub nom
Comm ssioner _v. Shapiro, UusS __ [47 L. Ed. 2d 2781;
Aguilar V. United States, 501 r.2d4 127; Rinieri_ wv. Scanlon,

. Supp. 469; see al'so Appeal of David Leon Rose, supra;
Appeal of Nicholas H. Qoritsch, Cal. St. Bd. of Equal.
Feb. 17, 1959.)  Stated another way, there nust be credible
evidence in the record which, if accepted as true,.would
"induce a reasonable belief" that the amount of tax assessed
agai nst the taxpayer is due and ow ng. (United States v.
Bonaguro, 294 F. Supp. 750, 753, aff'd sub nom United States

v. Dono, 428 F.2d 204.) |If such evidence is not Torthcom ng,
the assessnment is arbitrary and nust therefore be reversed
or nodifi ed. (Appeal of David Leon Rose, supra.)

In the instant case, respondent was inforned by
the El Cajon Police Department that appellant was dealing
in marijuana, and it therefore attenpted to reconstruct
his incone from narcotics sales. Respondent apparently
made little or no independent investigation of the case,
but rather relied alnmst exclusively on the reports of the
arresting officers. Because of the lack of evidence,

furthernore, respondent found it necessary to resort to

several assunptions in making the reconstruction. First,
since appellant was in possession of a total of 100 kil os
of marijuana on the day he was arrested, the arresting
officers and respondent assumed that his turnover was
approxi mately 10 kilos per week. Secondly, since appellant
had charged the officers $135 per kilo, respondent Inferred
that that was the average selling price for each alleged

sal e. Finally, respondent presuned that appellant ha

been selling narcotics for at |east 49 weeks prior to his
arrest, that is, since January 1, 1972.

We express no opinion concerning the reasonabl eness
of the first two assunptions. The third assunption, however
concerning the duration of the projection period, is crucia
to the resolution of this appeal. Respondent offers only
one argument to justify this assunption. Since appellant
was arnmed with a conceal ed revol ver when he attenpted to
sell marijuana to the undercover officers, respondent
argues, he nust have carried the weapon to protect hinself
while selling narcotics. And since appellant had applied
for a conceal ed weapon permt on Cctober 21, 1971
respondent believes it Is reasonable to assume that he was
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engaged in the narcotics traffic at that tine. Need|ess
to say, we find this argunent |ess than persuasive. The
fact that appellant had a permt to carry a conceal ed
weapon t hroughout the year.does not indicate that he was'
selling marijuana throughout the year.

The evidence in this case certainly establishes
t hat appel |l ant was engaged in the narcotics traffic on
Decenber 3, 1972. On that day he was arrested while
attenptln?_to sell 30 kilos of marijuana to undercover
police officers. The arresting officers also discovered
an additional 70 kilos of marijuana at appellant's hone, a
quantity large enough to create an inference that he
possessed the marijuana for sale.. These circunstances,
however, fall far short of the evidence which has been
present in previous cases where we have sustained or
partially sustained reconstructions of incone from
narcotics sales. .

For example, in the Appeal of Walter L. Johnson,
deci ded Septenber 17, 1973, and the Appeal of David Leon
Rose, supra, the taxpayer or an acconplice had admited
selling drugs for a nunber of nonths. Simlarly, in the
Appeal of arence P. Gonder, decided May 15, 1&74,
irnformation in the police investigation reports and the
t axpayer's Probatlon report indicated that the taxpayer
had been selling drugs for at least six nonths. And in
t he Appeal of John and Cgdelle Perez, decided February 16,
1971, police officers had:.observed the taxpayer conplete a
nunber of narcotics sales.over a 49 day period. In the
instant case, however, there is no evidence of any conpleted
sales of marijuana, |et alone evidence to indicate that
appel l ant had been selling drugs for 49 weeks prior to his
arrest.

The situation presented by this appeal is simlar
to Pizzarello v. United States, supra. In that case there
was evidence 1n the record to indicate that the taxpayer
had been engaged in ganbling activity for at |east two
weeks.  The Internal Revenue Service issued a LeoEardy
assessnment agai nst himon the assunption that he had
received unreported inconme from ganmbling over a five year
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period. The taxpayer sought to enjoin levy of the assess-
ment, and the issue before the Court of Appeals was "whether
the Government has a chance of prevailing... ‘under the
nmost |iberal view of the law and the facts.' [Citation.]"
(408 r.2a at 583.) Despite the evidence of sone 3anbling
activity, the court held that the governnent could not
possibly prevail, observing that "there is no proof in the
record before us that Pizzarello operated as a ganbler for
five years... .No court could properly nake such inferences

w t hout some foundation of fact." (408 r.2d at 583.)
Simlarly, in this case, there is evidence in the record

to indicate that appellant was dealing in marijuana on the
day he was arrested. There is no evidence at all, however,
to induce a reasonable belief that appellant was connected
wth any selling activity prior to that date. Absent such
evi dence, we nust conclude that the assessment was arbitrary
and without foundation in fact. (Pizzarello v. United States,
supra; Appeal of N cholas H CObritsch, supra, Appéal of
David Leon Rose, supra.)

Horack v. Franchise Tax Board, 18 Cal. App. 3d
363 [95 Cal . Rptr. 7171, is not to the contrary. The
Issue in that case was whether respondent's seizure of
certain funds pursuant to a jeopardy assessment was proper
The court held only that the facts of that case justified
such a jeopardy selzure prior to an admnistrative review
of the correctness of the assessnent, and did not consider
the question of whether the facts supported respondent's
reconstruction of the taxpayer's incone. (See al so Dupuy
v. Superior Court, 15 Cal. 3d 410 [124 Cal. Rptr. 900; 541
P.2d 5407.)

ORDER
Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,
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| T I S HEREBY ORDERED, ADJUDGED AND DECREED;
pursuant to section 18595 of the Revenue and Taxat i on
Code, that-the action of the Franchise Tax Board in
denyin? the petition of Burr MFarland Lyons for reassess-
ment of a jeopardy assessnent of personal income tax in
t he amount of $5,870.00 for the period begi nning January
1, 1972, and end|ng December 3, 1972, be and the sane is
her eby rever sed.

Done at Sacranento, California, this 15th day
of Decenber, 1976, by the State Board of Equalization

// , Member
jz;;a// ‘4:14111L . ; Member
L2 ,L4L4?d , Member

, Member

ATTEST: 4627;94?/Zﬁéz§;<5;21, Executive Secretary
/

/’ ’)/(L
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