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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 )
) No. 83J3-1198

GREGORY LYNELL WYATT )

For Appel |l ant: Lori J. Currier
Attorney at Law

For Respondent: Philip M Farley °
Counsel

OPI NION

Thi s appeal is nade pursuant to section 186463/
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board in denying the petition of Gegory

Lynell Watt for reassessment of jeopardy assessments of
personal income tax in the anounts of $8,892 for the year

1981 and $4,896 for the period January 1, 1982, through
March 26, 1982.

I/ Unl'ess ofherw se specified, all section references
are to sections of the Revenue and Taxation Code as in

effect for the periods in issue.
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Appeal of Gregory Lynell Watt

The issue presented is whethrtr respondent has
properly reconstructed the amount of unreported incone
fromillegal sales of cocaine which appellant received
during the period at issue.

Having received informatian indicating that
appel l ant was selling cocaine, deputies of the Los
Angel es Sheriff's Departnent, Narcotics Division, con-
ducted a surveillance of appellant's residence during the
week of March 14, 1982. (One deputy, 9hemas Gordon.
indicated in his report that on the three surveillances
at appellant's residence, he observed sn average of five
persons per hour. entering the residencc, staying for only
a brief time. Dpeputy Gordon concluded that such behavi or
i ndi cated narcotics trafficking. (Rresp. Br., Ex. A)

Bet ween March 22 and March 24, 1982, Deputy Gordon |earned
froma corfidenttial informant (CI) thit aprellant WAS
selling cocaine fromhis residence and that the ¢1 hi m
sel f had purchased cocaine from the appellant about 15
times over the previous six nonths at $50 per one--half
gram or $100 per gram. Under the direction and' control

of the sheriff's department, the Cl made a recorded tele-
phone call to appellant apranglng for the purchase of -
one-hal f of a gram of cocai ne. ased upon the above
information, a search warrant was obtained for the person
and residence of appellant. That search produced the
followng itemns:

1. Approximtely 26 grams of cocaine.
$13,563 in cash.
Five measuring spoons wth cocaine residue.

An "oHAUS" gram scal e.

2

3

4

5. An ®*uzI* nachine gun.
6. A Browning 9mm sem -autonatic pistol.
7. A-.38-caliber derringer.

8

Seven packages of mannite used as an additive to
cocai ne.

9. Narcotics pay-and-owe sheets.
10. Various personal property such as four new col or

'televisjon sets, two complete Stereo sets, an arcade-
type video set, four new 35mm caneras, avideo -
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Appeal of Gegory Lynell Watt

recorder, approximtely 50 gold watches, and SO qol d
rings.

11. Various bank records.

Based upon the above, aPpeIIant was charged with viola-
tion of section 11351 of the Health and Safety Code
(Possession of Cocaine for Sale) to which he subsequently
pled guilty.

Upon being notified of appellant's arrest,
respondent determ ned that collection of personal incog
taxes for 1981 and 1982 woul d be jeopardi zed by del ay. £
Accordi ngly, based upon information contained in the
sheriff's report, respondent determ ned that appellant's
cocaine sales had resulted in unreported taxable incone
for at |east the siz-moath period cuving which the Cl had
been purchasing drugs, i.e., Cctober 1 through Decenber 31
1981, and January 1, 1982, through March 26, 1982
Respondent further determ ned that appellant sold cocaine
8 hours a day, 30 days a nmonth, and that he averaged 7
sales per hour. After deducting 50 percent for cost of
goods sold, respondent concluded that ap ellant had daily
net incone from cocaine sales of $1,400=/ or full _
nmonthly sal es (based on 30 days) of $42,000. | n addi -
tion, for 1981, respondent used a method which it termed
the |linear progression nethod attributing one-third of a
full nonth's saies to Cctober, two-thirds of a ful
month's sales to Novenber, and a full nonth's sales

2/ AppelTant™s 1981 personal income tax return reported
no incone fromthe sales of narcotics, reporting only
t axabl e incone of $4,926 from "rents and royalties."”

3/ Respondent's conputations are as foll ows:

Sal es Price per one-half gram $ 56. 00
Number of Sal es per Hour x 1
G oss Sal es per Hour $ 350.00
Cost of Goods Sold @ 50% 175. 00
Net |nconme per Hour $ 175.00
Nunber of Sales Hours per Day X 8
Daily Net Income from Sal es $ 1,4006.00
Average Days per Month x 30
Average Mnthly Incone $42,000.00
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Appeal of G egory Lynell Watdit.

to Decenber. 4/ Moreover, for 1981, respondent: added
appel l ant' s bank deposits of $8,566 as of October 1,

1981, as previously earned incone from cocai ne sales.
These conputations resulted in additional taxable incone
of $92,524 for the period of Cctober 1, 1981, through
Decenmber 31, 1981, and incone of $117,600 for the period
January 1, 1982, through March 26, 1982. Based on these
figures, jeopardy assessments were issued for $8,892 and
$11,651 for 1981 and 1982, respectively.

Appel  ant petitioned for reassessnent of the
above jeopardy assessnents. By notice of action dated
August 31, 1983, respondent dgtermined that the 1981
assessment shoul d be affirmea®/ but that the 3.982
assessment shoul d be reduced from $11,651 to $4, 896.
Respondent grounded the reduction for 1982 upon its
conclusion that daily inceme from cocai ne zales was $700
rather than $1,400 based upon its understanding that a
dai |y pay-and-owe sheet kept by appellant indicated he
sold seven grans at $100 per gram per day. ‘“hose records

4/ "Respondent has given no explanation or basis for the
Iinear progression nethod, but it appears that this
nEtPOd attenpts to discount the sales for a ncw business
vent ure,

5/ The notice of action noted that appellant admitted to
his probation officer that he had been selling cocaine
for approximately one year rather than six months as
initially used by respondent. Relying on this informa-
tion woul d change the assessment period for 1481 from
Cctober 1 through December 31, to April 1 through
Decenmber 31, and woul d increase the anount of cocaine-
related income for 1981 from $92, 524 to $189,000. Never-
theless, at that time, respondent chose not to amend its
initial jeopardy assessment for 1981. The August 31
1983, notice concluded that the initial jeopardy assess-
ment should be affirnmed because of the "admtted | onger
sal es period" and because the cost of goods sold deduc-
tion should be disallowed. However, by a later notice of
assessnent dated March 9, 1984, respondent did, in fact,
adopt the underlying information of the August 31, 1983,
notice of action to increase both the period covered and
the amount of taxable income for 1981. = This revision
resulted in a total revised tax for 1981 of $20, 088.
However, since this notice was issued subsequent to the
filing of this appeal and has not been appealed, it is
not before us at this tine.
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Appeal of Gegory Lynell Watt

indicated that for one day, 11 cocaine sales were recorded,
7 grams of cocaine were sold, and gross incone anobunting
to $740 was received. (Resp. Br., Ex. X ) That report
al so concluded that appellant's cocai ne sal es began

ril 1, 1981, rather than Cctober 1, 1981, based: upon
the fact that after his arrest, he had told his probation.
officer that he sold cocaine for approximately one year.
The August 31, 1983, notice also concluded that (1) based
upon the sheriff's report (Resp. Br., Ex. A), it was
unreasonabl e to assunme nore than five sales per hour took
pl ace or that appellant operated eight hours per day,
seven days a week; (2) the use of the |inear progression
nmet hod was unreasonable; and (3) pursuant to section
17297.5, the cost of goods sold deduction previously
al l oned shoul d be disallowed. This appeal followed.

Initially, we note that wnile two assessnments
were issued at different tines for 1981, the only assess-
ment before us in this appeal is thaz first one issued
March 26, 1982; however, respondent’'s revised theory in
support of this assessnment is based on charging appellant
with all taxable income allegedly received during 1981 as
reflected by the pay-and-owe sheets (i.e., $189, 000 gyr
the period April 1, 1981, through Decenber 31, 1981)
and not nerely the income originally reflected in the
first assessment (i.e., $92,524 for the period Cctober 1,
1981, through Decenber 31, 1981). The nodified conputa-
tion is reflected on the August 31, 1983, notice of
action which, while affirmng the amount of the original
j eopardy assessnment for 1981 at $8,892, did not condone
the reconstruction method upon which the notice was based

using instead a new basis for conputation ( eal af_
Philip Marshak, Cal. St. Bd. of Equal., lvarﬁgpﬁ——. 1982).1/

6/ Respondent determined that appellant received $?00 a
day from cocai ne sal es beginning on April 1, 1981,
Respondent's reconstruction (i.e., 270 days tines $700
per day of income) would result in taxable income of
$189, 000 for 1981.

7/ See also 9 Mertens, Law of Federal |ncone Taxation,
§ 49.1291 p. 298 (1982 Revision) which states:

The theory upon which the deficiency is alleged
to be due is immterial, and a deficiency asserte

bﬁ t he Conmm ssioner will be sustained upon any
theory of |aw under which the Conm ssioner can show
that anmount of tax to be due.
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AccordiQPIy, atthis juncture, respondent's reconputation
i s based upon daily cocaine sales of $700 taking place
fromApril 1, 1981, through the date of appellant’s arrest
March 26, 1982. While admtting that he received incone
from cocai ne-sal es, appellant contends that respondent's
reconstruction of the incone- was not accurate.

The California Personal Income- Tax Law requires
a taxpayer to state specifically the items and anount of
his gross income during the taxable-year. G oss incone
i ncludes all incone from whatever source derived unless
otherw se provided in the law.  (Rev, & Tax, Code, _
§ 17071.) 'G 0SS income includes-gains derived fromills-
gal activities, including the illegal sale of narcotics,
whi ch nust be reported on the taﬁfayer's return, (United
States v. Sullivan, 274 U. S. 259 {71 L.Ed. 1037]) (1927);
Tarina v. McMahor, I A.7.7.R.2d (P-R) ¢ 58--5246 (1978).)
Each taxpayer 1s required tO0 nmal ntal n such accounti ng
records as will enable himto file an accurate return.
(Treas. Reg. § 1.446-1(a)(4); former Cal. Adm n. Code,
tit. 18, reg. 17561, subd. (a&é4), repealer filed
June 25, 1981 (Register 81, , 26).,) In the absence of
such records, the taxing agency is authorized to conpute

a taxpayer's I ncome by whatever nethod wll, in its |udg-
ment, clearly reflect income. (Rev. & Tax, Code, § 17561,
subd. (b The existence of unreported incone may be

denonstrated by any practical nmethod of proof that is
available. (Davis v. United States, 226 F.2d 331 (6th
Gr. 1955); appeal of John and Codel | e perez, Cal. St,
Bd. of Equal ™, ®ak, I&, 1971} Matbawvatical exactness is
not required, (Harbin v. Commissioner., 40 T.C. 373, 377
(1963).) Furthermore, a ré&€asonabl € reconstruction Of
incone i s presuned correct, and the taxpayer bears the
burden of proving it erroneous, (Breland v. United
States, 323 F.2d 492, 496 (5th cir. 1963); Appeal of
Marcel C. Robles, Cal. St. Bd. of Equal., June ,

1979.)

_ ~In the instant appeal, respondent used the
projection method to recpnstgyct appel lant's inconme from
the illegal sale of cocaine. | N short, respondent

8/ Respondent 1ndicated that it, in part, relied upon
the expenditure nmethod to reconstruct appellant’'s incone
during the periods at issue. (Resp. Br. at 11,) This
met hod seeks to reconstruct a taxpayer's incone on the
basis of his expenditures and estinmated personal

(Continued on next page.)
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%r ojected a level of incone over a period of tinmne.

Because of the difficulty in obtaining evi dence in cases
involving illegal activities, the courts and this board

have recogni zed that the use of sonme assunptions nust be

al lowed 1n cases of this sort. (See, e.g., Shades Ridge
Holding Co., Inc. v. Commssioner, ¢ 64,275 T.C -H)'
(i964), affd. sub nom, Fkiorella v. Camm ssioner, 361
F.2d 326 (5th Cir. 1966); Appeal of Burr MacFarland Lyons,
Cal. St. Bd. of Equal,, pec. I5, 1976.) 1t has also been
recogni zed, however,, that a dilemma confronts the taxpayer
whose incone has been reconstructed. Since he bears the
burden Of proving that the reconstruction is erroneous
(Breland v. United States, supra), the taxpayer is put in
the posrtion of having to prove a negative, i.e., that he
did not receive the income attributed to him In order to
ensure that use of the projection nethod does not lead to
injustice by forcing the taupayer tO pay tux On income he
did not receive, the courts and this board have held that
each assunption involved in the reconstruction nust be
based on fact rather than on conjecture. (Lucia v. United.
States, 474 r.2d 565 (5th Cr. 1973); Shapiro v. Secretary
of State, 499 r.2d 527 (D.C. Cir. 1974), atfd. subnom,

. Commissioner V. Shapiro, 424 U S. 614 {47 L.EAd.2d 278]
(1976),; Appeal of BUrr MacParland Lyons,, supra.) Stated
anot her Way, "'there nmust De credibl e evidence in the record
which, if "accepted as true, would "induce a reasonabl e
belief" that the anpunt of tax assessed against the tax-
payer is due and owing. (United States v. Bonaguro, 294
F.Supp. 750, 753 (E.D.N.Y. 1968), attd. sub nom, United
States v._Dono, 428 F.2d 204 (2nd cir. 1970).) If such
evidence is not forthcoming, the assessnment is arbitrary
and nust be reversed or modified. (Appeal of Burr
MacFarland Lyons, supra; Appeal of David Leon Rose, Cal.
St. Bd. of Equal., Mar. 8, 1976.) '

In this appeal, the evidence relied upon by
respondent in reconstructing appellant’s income was
derived fromthe results of the sheriff's investigation
and statenments made by appellant, Respondent deteéerm ned
that a pay-and-owe sheet seized at appellant's apartnent
i ndicates that his daily incone from cocaine sales was
$700 and that, based upon statements made to his probation

8/ (Contr nued)
expenses.  (Mundy V. Commisioner, § 55,270 T.C M (P-H)

(1955).) However, the August 3I, 1903, report has relied
. only uPon the projection nmethod of incone reconstruction
so that there I's no necessity to discuss any other

met hod.
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of ficer, appellant had been in the business of selling
cocaine from April 1, 1981, through his arrest on karch 26,
1982.  Based upon the above, respondent concluded that
aggellant had $189,000 in gross cocaine sales in 1981 and
$58, 800 therefrom during the period January 1, 1982,

t hrough March 26, 1982. On appeal, appellant concedes
that he was in the cocai ne business, but contends that
respondent's computation is in error. First, appellant
appears to acknow edge that his pay-and-owe records indi-
cate income of approximately $700, but argues that the
period which it covered was for one week rather than one
day. However, as noted above, appellant's records indi-
cate that he needed to make only 11 sales in order- to
generate cocaine sales of $740. The threesurveill ances
of his residence by Deputy CGordon indicated that an
average of five persons per hour entered appellant's
residence. C]earty, at that race of traffic, 11 waies
must represent a daily figure rather than a weekly figure.
Accordingly, based upon the record before us, we must
find that respondent’ s reconstruction of cocaine sales at
$700 per day is based upon credible evidence.

o Secondly, appellant contends he'was in business
begi nning Cctober 1, 1981, rather than April 1, 1981, as
respondent has determned. As indicated above, respon-
dent's determ nation is based upon appellant's statements
to his probation officer. Appellant now denies having
made those statements. However, the probation officer's
report explicitly states that appellant admts ®"he had
been selling cocaine for approxinmately a year.' (Resp.
Br., Ex. R at 7.) wehave no reason” to doubt the
veracity of that report. Accordingly, this admission
aﬁpears to be credible evidence which woul d establish
tggt appel I ant had been selling cocaine since April 1,
1981.

Based upon the foregoing, we have no choice but
to find that respondent's reconstruction of appellant's
i ncome is based upon credible evidence and that its action
must, therefore, be sustalned.
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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 1S 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 Gegory Lynell Watt for
reassessnment of georpardy assessnents of personal income
tax in the anount of $8,892 for the year 1981 and $4, 896
for the period January 1, 1982, through March 26, 1982,
be and the same is hereby sustained.

Done at sacramento, California, this 30th day
of  July , 1985, by the State Board of Equalization,
with Board Menmbers M. Dronenburg, M. Collis, M. Bennett,
M. Nevins and M. Harvey present.

Ernest J. Dronenburg, Jr. , Chairman
Conway H. Collis ¢ Mender
William M. Bennett s Menmber
R chard Nevins , Member
Wil ter  Harvey* , Merber

*For Kenneth Cory, per Governnment Code section 7.9
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