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OPI NI ON

This appeal is made pursuant to section 18646
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Roard in denying the petition of Philip
Marshak for reassessnment of a jeopardy assessnent of
personal incone tax in the anmount of $25,472 for the
period January 1, 1977, through Decenber 15, 1977.
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The principal issues presented by this appeal
are the foll ow ng: (i) did appellant, a cash basis
t axpayer, receive unreported incone fromthe illeqa
sal e of narcotics during the appeal period; and (ii) did
respondent properly conclude that appellant had $239, 745
in taxable inconme from all sources, including illega
drug sales, during the period in issue. In order to
properly consider these issues, the relevant facts
concerning appellant's arrest and the subject jeopardy
assessment are set forth bel ow

On Novenber 22, 1977, officers of the Los
Angel es Police Department ("rLapb") arrested one Ronal d
_Lee Stockert for a narcotics violation, Upon being
advi sed of his constitutional rights, M. Stockert
agreed to cooperate with the authorities and to provide
themw th informati on regarding his narcotics purchases.
M. Stockert admtted that he had been purchasing heroin
from appellant for two years and that his nost recent :
purchase had taken place the day prior to his arrest.
M. Stockert explained that he ordered heroin from
appel I ant by tel ephone and was advi sed when to cone
to appellant's residence to pick up the narcotics.
Stockert also stated that appellant sold other types
of narcotics in addition to heroin.

On Decenber 12, 1977, Oficer Andrew J.
Pedrosa of the LAPD Adm nistrative Narcotics Buy Team
havi ng obt ai ned appellant's tel ephone nunber from
Stockert, contacted appellant; the following tel ephone
conversation ensued:

Appel | ant : "This is Phil."

Pedr osa: "I'm Andy, Ron [Stockert] gave nme your
nunber and said you could take care of ne
wth sone stuff.”

Appel | ant : "Sure, just have Ron call ne.

Pedr osa: "I'm leaving town, will you be able to take
care of ne."

Appel | ant : "Sure, 1'11 take care of you, just have Ron

call me first."

Based on the foregoing conversation, the informtion
acquired from M. Stockert, and other prelimnary
investigatory work, O ficer Pedrosa requested, and
obtained, a search warrant for appellant's residence.
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On the evening of Decenber 15, 1977, LAPD
investigators went to appellant's residence and demanded
entrance for the purpose of serving the search warrant.
Appel | ant was observed through a w ndow by the officers
but, despite repeated requests, refused to permt the
officers entry. Wen the investigators observed that
appel l ant was attenpting to turn away from the door
t hey forced entrance into his apartnent, gave him a copy
of the search warrant, and conmmenced their search

During the course of the search, the officers
found 18.66 granms of heroin, 6.72 grans of cocaine, a
smal | anmount of marijuana, and numerous itens character-
istic of a drug selling operation. Additionally, a
brown paper bag containing $30,390 was found in the
kitchen. Finally, the investigators discovered a con-
ceal ed wall conpartnent in which appellant had secreted
a number of unnegotiated checks and records of what an
experienced narcotics enforcenent official concluded
were drug sales. Appellant clainmed that the seized
records represented eight nonths of narcotics activity
with one Peter Bradley. Upon conclusion of their
search, the officers arrested appellant, who identified
hi nsel f as an unenpl oyed actor/director, and charged him
W th possession of heroin and cocaine for sale.'

Respondent was notified of appellant's arrest
on Decenber 16, 1977. In view of the circunstances
descri bed above, and given appellant’'s admi ssion that he
had not filed income tax returns for approxi mately six
years, it was determ ned that collection of his personal
incone tax liability for the period in issue would be
j eopardi zed by delay. Accordingly, the subject jeopardy
assessment was subsequently issued, term nating appel -
lant's taxable year as of the date of his arrest. In
i ssuing the jeopardy assessnent, respondent found it
necessary to estinmate appellant's incone for the appeal
period. Uilizing the avail abl e evidence, respondent
determ ned that appellant's total taxable inconme from
all sources, including narcotics-related income, was
$239, 745.

The evidence relied upon by respondent in
reconstructing appellant's incone was derived from the
results of the police investigation and from exam nation
of his records, including the unnegotiated checks.
Respondent apparently concentrated excl usively on
appel l ant's cocaine sales to conpute his dru?-related
income; income fromheroin sales was evidently ignored.
Hundreds of entries were found in appellant's records
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showi ng apparent sales to nmany individuals, including
M. Stockert. Sone of the nore revealing notations read

as follows:

"10-G 1300"
"14 @ 130, 1820"
"8-G 1040"

Based upon his records and reliable data
acquired fromlaw enforcenent authorities, respondent
concl uded that appellant had been selling cocaine for
$130 per gram lgnoring nunerous I.0.U.s found in the
hi dden wall conpartnent, and summarizing solely the con-
fiscated checks and paynents referenced in his records,
respondent conputed that appellant's gross incone from
cocai ne sales during the appeal period totaled $346,265.
By dividing this amount by the aforenentioned $130
figure, respondent determ ned that appellant had sold

| east 2,664 grans of cocaine during the period in
I ssue. Finally,. relying upon its interpretation of a
notation in appellant's records, respondent concl uded
that appellant's cost of "goods" sold was $40 per gram
Subtracting the cost of his cocaine fromhis recon-
structed gross income fromdrug sal es, respondent
arrived at the previously nentioned figure of $239, 745
for appellant's taxable incone.

Pursuant to section 18817 of the Revenue and

Taxation Code, respondent obtained fromthe LAPD $25, 472
of the $30,390 seized at the tine of appellant'sarrest;
appel I ant subsequently filed a petition for reassess-
nment . I n answer to respondent's request that he furnish
the informati on needed to accurately conpute his incong,
i ncluding incone derived fromillegal drug sales, appel-
lant filed a Statenment of Financial Condition on June
15, 1978, in which he clained that he was unenpl oyed and
had earned no incone from January 1, 1975, to the date
of his arrest in 197.7. As part of his petition, for
reassessnent, appellant stated that he had been pur-
chasing narcotics for one Peter Bradley and that Bradley
provided himw th a su?ply of narcotics for his own drug
addi ction. Appellant further clainmed that he had never
sold narcotics and that the unnegotiated checks total-
I|ng $172,650, all drawn on Bradley's checking account,

‘were «ee IN his possession on a lark.' To support
this assertion, appellant obtained a declaration from
Br adl ey, dat ed Decenber 29, 1977, in which the latter
stated that he and appellant frequently made wagers
"over many silly, inane itens. Appel [ ant further
asserted that the noney seized at the time of his arrest

~74~



constituted funds given himby Bradley to finance an
entertai nnent project on which the two were supposedly
col laborating; the funds had not been deposited, appel-
| ant asserted, because he had not obtained a "dba."”

Upon consideration of the information supplied by appel -
| ant, respondent denied his petition for reassessnent,
thereby resulting in this appeal

The initial question with which we are pre-
sented i s whether appellant received any incone from
illegal narcotics sales during the appeal period.
Despite the fact that the crimnal charges against
appel lant were dism ssed, apparently because of a defec-
tive search warrant, we believe that the LAPD arrest
reports which contain references to appellant's actions
and statements, corroborating statements from one of
appel lant's purchasers, the narcotics and drug-rel ated
paraphernalia found in his residence, and the above
ment 1 oned records and unnegoti ated checks, establish
at least a prinma facie case that appellant received
unreported incone fromthe illegal sale of controlled
substances during the period in issue.

The second issue is whether respondent prop-
erly reconstructed the anmount of appellant's income from
all sources, including drug sales. Under the California
Personal Income Tax Law, a taxpayer is required to
specifically state the itenms of his gross income during
the taxable year. (Rev. & Tax. Code, § 18401.) As in
the federal income tax law, gross incone is defined to
include "all inconme from whatever source derived,"
unl ess otherwise provided in the law. (Rev. & Tax.

Code, § 17971; Int. Rev Code of 1954, § 61.) Gin from
the illegal sale of narcotics constitutes gross incone.
(Farina v. McMahon, 2 Am.Fed.Tax.R.2d 5918 (1958).)

Each taxpayer is required to naintain such
accounting records as will enable himto file an
accurate return. -(Treas. Reg. § 1.446-1(a)(4); Cal.
Admin. Code, tit. 18, reg. 17561, subd. (a)(4).) In the
absence of such records, the taxing agency is authorized
to conpute his income by whatever nethod will, inits
judgment, clearly reflect incone. (Rev. & Tax. Code,

§ 17561, subd. (b).) The existence of unreported incone
may be denonstrated by any practical nethod of proof
that is available. (Davis v. United States, 226 F.2d4

331 (6th Gr. 1955); Appeal of John and Codelle Perez,
Cal. St. Bd. of Equal., Feb. 16, i971.) Hathematical
exactness is not required. (Harold E. Harbin, 40 T.c.

373, 377 (1963).) Furthermore, a reasonable reconstruc—
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tion of income is presuned correct, and the taxpayer
bears the burden of proving it erroneous. (Brel and w. ;
United States, 323 F.2d 492, 496 (5th cir. 1963); Appeal

of Marcel C. Robles Cal. St. Bd. of Equal ., June 28,

1979.)

In view -of the inherent difficulty in obtain- 4
ing evidence in cases involving illegal activities, the &
courts and this board have recogni zed that the use of N
sone assunptions nust be allowed in cases of this sort.
(See, e.g., Shades Ridge-Holding Co., Inc., 94 64,275
P-H Meno. T.C  (1964), aftd. sub nom., Florella V.
Commissioner, 361 F.2d 32.6 (5th Gr. 1966); eal of
Burr MacFarland Lyons, Cal. St. Bd. of Equal ,Déc
1976.) Tt has al so been recognized, however, "t hat a
di  emma confronts the taxpayer whose incone has been
reconstruct ed. Since he bears the burden of proving
that the reconstruction is erroneous (Breland v. United
States, supra), the taxpayer is put in the position of
having to prove a negative, i.e.., that he did not
receive the incone attributed to him In order to
ensure that the'taxing authority's reconstruction does
not lead to injustice by forcing the taxpayer to pay tax
on incone he did not receive, the courts and this board
have held that each assunption involved in the recon-
struction nust be based on fact rather that-on conjec-
ture. (Lucia v. United states, 474 r.2d 565 (5th Cir.
1973); shapiro v. Secretary of State, 499 F.2d 527 (D.C.
Gr. 1974), affd. sub nom, Comm ssioner V. Shapi r o,

424 U'S. 614 [47 L.EA.2d 2787 (19767; Appeal of Burr
MacFarland Lyons, supra.) Stated another way, there
must be credible evidence in the record which, if
accepted as true, would "induce a reasonable bel i ef "
that the amount of tax assessed against;the taxpayer is
due and ow ng. (United States v. Bonaguro, 294 F.Supp.
750, 753 (E.D.N. Y. 1968), affd. suborn., United States
v. Dono, 428 F.2d 204 (2d Gr. 1970). ) 'I'f “such évidence
is not-forthcoming, the assessnment is arbitrary and nust
be reversed or nodified. (Appeal of Burr MacFarland
Lyons, supra Appeal of David Leon Rose, Cal. St. Bd. of
qual., March g, 1976. )
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As previously noted, respondent concluded that
appel l ant' s taxabl e i ncone for the period in issue was
$239, 745. For purposes of reconstructing his incone
from cocai ne sal es, respondent relied upon appellant's
adm ssions, the extensive set of records he naintained
of his sales, the unnegotiated checks seized at the tine
of his arrest, the results of the LAPD investigation,
and ot her data obtained fromthe LAPD and the California

i
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Department of Justice. Specifically, respondent deter-
m ned that appellant: (i) had been in the "business" of
selling narcotics for at |east eight nonths during 1977
(ii) sold cocaine for $130 a gram (iii) sold at |east
2,664 grans of cocaine over the eight nonths period,
(iv) realized gross income of at |east $346,265 from
cocaine sales; and (v) had a standard cost of cocaine
sol d of $40 per gram

W believe that the evidence obtained fromthe
LAPD investigation which led to, and culmnated wth,
appel l ant's Decenber 15, 1977 arrest, as sunmmari zed
above, supports the reasonabl eness of the first four
above nentioned. assunptions. Wth regard to respon-
dent's third assunption, while appellant's represen-
tative in this matter has stated that he is an "expert"
as to the street price of cocaine and has assserted that
cocaine sold for $65 per gramin 1977, he has failed to
expl ain why we should not rely upon his client's own
records which clearly show a sales price of $130 per
gram In the absence of any credible evidence to the
contrary, we believe that respondent acted reasonably in
relying ugon appellant's records in fixing his sales
price at 3$130 per gram

The fourth assunption in respondent's recon-
struction formula concerns the anmount appellant realized
as gross incone from cocaine sales. As set forth above,
respondent determined that amount to be $346, 265. In
arriving at that figure, respondent summarized the
sei zed checks, which totalled $172, 650, and added t hat
amount to the paynments noted in appellant's records; the
$30, 390 seized at the tinme of appellant's arrest was not
included. While we believe it was reasonable for
‘respondent to rely upon appellant's records in order to
reconstruct his gross income from cocai ne sales (see
Appeal of Edwin V. Barmach, Cal. St. Bd. of Equal.. July
29, 1981), the iIngclusion of the unnegotiated checks in
that computation requires further discussion.

As previously indicated, appellant originally
clainmed that the unnegotiated checks, all of which were
drawn on Bradl ey's checking account, sinply represented
as @scorecard" of "inane" wagers, and that his
possession of those checks was a "lark." Apparently
recogni zing the lack of credibility inherent in such an
assertion, appellant now admts that he was the
reci pi ent of nunmerous checks from Bradley in 1977, and
t hat he negotiated the checks when infornmed by Bradl ey
that there were sufficient funds in his checking
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account. Since there never existed sufficient funds to
negotiate the $172,650 in checks seized at the time of
his arrest, appellant argues, that‘anount may not be
included in his gross income from cocaine sales.

| ncome is not realized by a cash basis 'tax-

payer, like appellant, until he has the funds under,
his dom nion and control, free of any substantia
restriction as to the use thereof. M. &Fi scher,

14 T.C. 792 (1950); Marion Ois Chander, 16 B. T. A~ 1248
(1929).) The lack of sufficient funds In the payor's
checki ng account constitutes such a' substantial restric-
tion. (L. M. -Fischer, supra.) Notw thstanding this
principle, however, appellant bears the burden of prov-
i ng erroneous respondent’'s factual determ nation.that

t he unnegotiated checks were not restricted. ( See
Appeal of GOscar D. and Agatha E. Seltzer, Cal. St. Bd.
of Equal., Nov. 18, 1980.) To overcone the presuned
correctness of respondent's findings as to issues of
fact, a taxpayer nust introduce credible evidence to
support his assertions. \Wen the taxpayer fails to
provi de such evidence, respondent's determ nations must
be uphel d. (W M Buchanan, 20 B.T.A 210 (1930);
Appeal of James C. and Monablanche A. Walshe, Cal. St.
Bd. of Equal., Oct. 20, 1975; appeal of David A. &hd
Barbara L. Beadling, Cal. St. Bd. of Equal., Feb. 3,
1977.) Caretftul review of the record on appeal reveals
t hat appellant has supplied no substantiation to support
his assertion that Bradley's checks were restricted.

I ndeed, the evidence provided by appellant indicates
that there were substantial funds in Bradley's checking
account inmmediately prior to appellant's Decenber 15;
1977 arrest. Furthermore, appellant's actions in this
appeal would appear to indicate that he was in a
‘position to obtain the information needed from Bradl ey
to substantiate the assertion that the subject checks
were restricted by virtue of insufficient funds. in the

| atter's checking account.

Appel ant admts that Bradley was a "very
rich" individual who "spent |arge amobunts of nobney on a
regular basis."” Yet he has provided no explanation to
explain either: (i) why such a person would be passing
unnegoti abl e checks; or (ii) why he woul d accept
$172,650 in checks he knew to be unnegotiable. The
record of this appeal also shows that on the day prior
to his arrest appellant cashed $28,500 in checks drawn
on Bradley's account. These factors, together with his
conflicting statenments regardi ng the checks, shake the
credibility of appellant's current position that the
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checks were valueless. Finally, as discussed bel ow,
appellant's actions in this matter tend to indicate that
if the funds in Bradley's account were insufficient to
negotiate the seized checks, appellant was in a position
to obtain the data needed to substantiate that point.

As part of his petition for reassessnent,
appel l ant was able to produce a declaration from Bradl ey
less than two weeks after appellant's arrest. \Wen
respondent questioned the credibility of the statenents
found in that declaration, however, appellant's repre-
sentative in this natter asserted that his client was
unawar e of Bradley's whereabouts. To docunent this
claim he provided respondent with a photocopg of an
envel ope allegedly sent t0 Bradl ey which had been
returned by the postal authorities as undeliverable
as addressed. Careful examination of this photocopy
reveals that the letter was undeliverable in the-nanner
addressed because it was not addressed to Bradley's
correct address. The letter from appellant's represen-
tative to Bradley, in addition to not bearing a zip
code, was addressed to 3200 Belview Dr., Los Angeles,
California; M. Bradley's correct address, as shown on
the numerous checks appel | ant received, was 3100
Bel l eview, No. 102, Los Angeles, California 90026. That
appel l ant resorted to this apparent deception for the
purpose of denonstrating that he was no |onger in
contact with Bradley tends to show the exact opposite
Moreover, it should be noted that, in a declaration
dated Decenber 2, 1981, appellant was able to provide
information regarding the date Bradley closed his check-
ing account; the manner in which he was able to acquire
this informati on has remai ned unexpl ai ned, as has ‘the
"di sappearance" of Bradley, who supposedly financed a
production conpany in which appellant and his attorney

were invol ved

In the aggregate, these factors lead to the
clear inplication that appellant was; (i) aware of
Bradl ey' s whereabouts; and (ii) able to acquire infor-
mation from Bradl ey when it was convenient for his
purposes. Reliable data regarding t he bal ance in
Bradl ey' s checki ng account woul d have constituted the
type of tangible evidence needed to support appellant's
assertion that the seized checks were restricted by
insufficient funds. H's failure or refusal to produce
such docunentation, even though represented by an attor-
ney, bears heavily against him (Balle V. my SSsi_oner,
175 F.2a 500 (24 Gr. 1949), cert. den., 338 U ST 949—
(94 L.Ed. 586] (1950); Appeal of Oscar. D. and Agatha E.
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Seltzer, supra.) Under these circunstances, we nust
accept as correct respondent's determ nation that the
subj ect checks were unrestricted and' that they consti-
tuted gross incone to appellant at the tine they were
delivered to him

The final conmponent in respondent's recon-
struction formula concerns the cost to appellant oz
cocaine he was selling. Based upon the follow ng entry
in his records’

780
-40 - C (enphasis added)
820

respondent concluded that appellant paid $40 per gram
the enphasized 'C, it was determned, represented the
term "cost." W are of the opinion that the record of
this appeal does not support respondent's conclusion

The subj ect notation was unique.in appellant's
records; it is inconceivable that only one such entry
woul d appear in those records if appeilant had in fact ‘
been keeping witten records of his cost. Moreover, in
view of the fact that the $40 figure appearing next to
the enphasized 'C was added to what appears to have
been paynment for six grans of cocaine, It is highly
unlikely that this entry dealt with appellant s basis
in the cocaine he was selling. Finally, we note that
enphasi zed portion of the entry in issue could easily
denote other items, e.g., one of appellant's purchasers,
a type of narcotic, or even a unit of measure (i.e.:

centigram.

~In a recent opinion of this board dealing with
the propriety of respondent's reconstruction of incone

realized from narcotics sales, Appeal of Eduardo L. and
Leticia Raygoza, decided July 2 we upheld

respondent’s use of reliable | aw enf or cement data to
sustain a determ nation that the-taxpayers in that case
had been selling their narcotics at a 100 percent

profit. In the absence of credible evidence in this
record regarding appellant's cost of "goods" sold,. we
believe it is proper to rely upon the data utilized by
respondent in Raygoza. Accordingly, we conclude that it
i's reasonabl e To assune that appellant purchased cocaine

for $65 per gram .

By nodifying respondent's reconstruction of'
appel l ant' s cocai ne-rel ated taxable income, which was
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based sol ely upon the seized checks and paynents noted
in his records, in the manner set forth above, appel-
‘lant's taxabl e incone for the appeal period would be
reduced to $173,105. Qur determnation in this regard
is not, however, dispositive of this appeal, The

subj ect jeopardy assessment is based upon all taxable
income to appellant during the period in issue, not
nerely the incone reflected in the seized checks and
appellant's records. The record of this appeal supports
a finding that appellant had additional taxable incone.
of $34,390 during the appeal period. This incone was
derived from (i) $5,010 in welfare benefits appellant
admts to having received during the appeal period; in
view of his other incone, the welfare benefits appear to
have been fraudul ently obtained, and therefore are
taxable (Rev. Rul. 78-53, 1978-1 Cum Bull. 22); (ii)
$14,200 in "loans" received by appellant in 1977 which
he acknow edges constituted taxable income because
repayment is highly unlikely; and (iii) an additiona
$15,180 in taxable income from cocaine sales. (In view
of the circunstances of this appeal, we believe that the
$30, 390 seized at the tine of appellant's arrest
represented gross inconme fromthe sale of 234 grams of
cocaine.  Through use of respondent's reconstruction
formula, as nodified herein, appellant's taxable incone
from those sal es was $15, 180.)

For the reasons set forth above, we concl ude
t hat appellant received a total of $207,495 in unre-
ported taxable incone fromall sources, including
i1l egal narcotics sales, during the appeal period.
Respondent's jeopardy assessnment shall be nodified

accordi ngly.
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ORDER

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

| T 1'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the petition of Philip Marshak for reassessnent
‘of a jeopardy assessnent of personal incone tax in the
amount of $25,472 for the period January 1, 1977, through
Decenber. 15, 1977, be and the same is hereby nodified in
accordance with this opinion. In all other respects the
action of the Franchise Tax Board is sustained.

Done at Sacramento, California, this 31lst day
of March , 1982, by the State Board of Equalization,. ,
Wi th Board Members M. Reilly, Mr. Dronenburg, and Mr. Nevins

present .

4 Chairman
~George R Reilly —— Menber
Frnest J. Dronegburg, Jr. | Menber
Ri chard hbyln§_“__‘~._‘___“*, Menber
___+ Menber

e o g e e e o e v o ot
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