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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 )
j No. 84J-383-Kp

ROSA GALLARDO )

For Appel |l ant: David R Reed
Attorney at Law

For Respondent: Philip M Farley
Counsel

OPI NI ON

This appeal is nmade pursuant to section 18646/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board in denying the petition of Rosa
Gal lardo for reassessment of jeopardy assessments of
personal income tax in the anounts of $35,172.62 and
$1,926.00 for the gear 1982.and for the period January 1,
1983, to January 6, 1983, respectively.

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

effect for the year and period in issue.
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The i ssue presented by this appeal is whether
respondent's reconstructions of appellant's unreported
incone for the year and period at 1ssue are supported by
t he evidence presented on appeal .

_ During the latter part of 1982, an investiga-
tion by the Federal Bureau of Investigation, the San
Franci sco Police Departnent, and the South San Francisco
Police Departnent reveal ed appellant's involvenent in a
| arge cocaine-selling operation. On January 6, 1983, the
San Francisco and South San Francisco policé, in conjunc-
tion wth the US Inmgration Service, executed a search
warrant for appellant's residence., Seized at the |oca-
tion were 12 ounces of cocaine, $7,880 cash, various
papers which appeared to be "pay" and "owe" records of
narcotics transactions, a revolver, and a gram scale.
Appel lant and the several other individuals at the house
were arrested. Appellant admtted that all of the drugs
and .avaey found Luring the raid were hers. She eventu-
ally pled guilty to several counts of conspiracy to sel
cocai ne.

Upon receiving the above information, respon-
dent determ ned that aPpeIIant had received unreported
income fromthe illegal sale of narcotics and that any
delay in issuing assessnents for 1982 and 1983 woul d
jeopardize the collection of the tax that was due.
Respondent originally reconstructed appellant's income
for 1982 by cash expenditures she was known to have nade
during that year. Respondent's 1983 estimte of incone
was based on the cash found during the raid, $7,880, and
the cost of the 12 ounces of cocaine to appellant, $2,000
an ounce for a total of $24,000. The appropriate
jeopardy assessments were issued and appellant filed a
petition.for reassessnent.

_ . As a result of the petition, respondent modi~- -
fied its 1982 assessnent to reflect the drug sales
recorded in the various records found during the raid.
The redetermnation increased the assessment consider-
ably. Respondent excluded any reference to its cash
expendi ture method of reconstruction previously used.
IhﬁlaSﬁfssnent for 1983 was affirnmed. This appea

ol | owed.

“Under the California Personal Incone Tax Law, a
taxpayer is required to state the items of his gross

incone during the taxable year. (Rev. & Tax. Code,
§ 18401.) Except,as otherw se provfded by |aw, gross
Income is defined to include "all incone from whatever
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source derived" QREV. & Tax. Code, § 17071), and it is_

wel | established that any gain fromthe sale of narcotics
constitutes gross income. ~ (Farina v._McMahon, 2 A.F.T.R.2d
(P-H) ¢ 58-5246 (1958).)

Each taxpayer is required to maintain such
accounting records as will enable himto file an accurate
return, and in the absence of such records, the-taxing
agency is authorized to conpute ataxpayer's incone by
wat ever nethod will, in'its Ju%%?ent, clearly reflect
income. (Rev. & Tax. Code, §17651; |.R C. §7446.

Wiere a taxpayer fails to maintain the proper records, an
approxi mation of net income is justified even if the
calculation is not exact. (Appeal of Siroos Chazali

Cal. St. Bd. of Equal., Apr. 9, 1985.) Furthernore, the
exi stence of unreported income nay be denonstrated by any
practical method of proof that is available and it is the
taxpayer's burden of proving that a reasonabl e construc-
tion Of income i: erzonaous. (Appexl Of Mavcel C.

Robles, Cal. St. Bd. of Equal., June 28, 1979.)

Due to the illegal nature of the sale of
narcotics, it is not unusual to find that a drug deal er
does not keep any records of his narcotic's sales. Wen
records of drug sales are discovered, they are often
witten in such a manner that only persons famliar with
the activities of narcotics dealers can decipher the .
information of those records. Accordingly, If there is
sone basis to believe that records discovered durlnP an
I nvestigation ofa taxpayer's illegal activities relate
to those activities, reSpondent is justified in inter-
preting and relying upon the information contained in
those records to reconstruct the taxpayer's unreported
I ncone. (See Appeal of Mart Conrad Wende, Cal. St. Bd.
of Equal., Mar. I, 1983; Appeal of Janes Eugene Ely, Cal
St. Bd. of Equal., Sept. 30, 1980.) [t such a connection
between the records and the activity is established, it
Is the burden of the taxpayer to show that the records
are somehow i napplicable or inaccurate. See Appeal of
Mart Conrad Wende, supra.) An unsupported allegation
fhat the records do not reflect unreported income from
illegal activities is insufficient to carry the tax-
payer's burden. (Appeal of Mart Conrad Wende, supra.)

Appel l ant argues that at the petition for
reassessment hearing, all of the parties to this action
agreed that the majority of the records seized djd not
constitute records of dfug sales. Further, appellant
expresses bew | derment as to how respondent arrived at
such a high sales figure for 1982 from the remaining
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records as nost of those records were not in appellant's
handwiting. W do not find merit in these argunents.

In the present 'case, the records found in
aﬁpellant's apartment contain several indications that
they were records of appellant's 1982 drug sales. First,
sone of the conputations on the papers were coupled with
the notation "g.," a common abbreviation. for grans, and
cocaine is comonly sold in a powdered formin units
measured in grams.  Secondly, sonme of the records were
coupled with the terns "paid" and "owed," ternms comonly
used in the drug trade.. Finally, appellant has failed to
provide a credible explanation of what the records were
recording, if they were not notations of drug sales. W
al so note that respondent has provided this board with
copies of the docunents used to reconstruct appellant's
drug sales, and that the figures on those Zccuaents
appear to Be’accurately translated to respondent's work
sheets. Purthermore, respondent's addition of those
figures to arrive at appellant's unreported income for
1982 is correct. The fact that appellant is "bew | dered"
by respondent's estinmate of incone does not satisfy her
burden of proving that respondent's reliance on those
records was incorrect. (Appeal of Mrt Conrad \ende,
supra.) Further, it is appelTani’ s burden to prove that
sal es of narcotics reasonably attributed to her did not
occur Or were not conducted' by her, and unsueforted st at e-
ments that she did not wite the records of drug sales do
not satisfy that burden. (See MIler v. Commissioner
181,249 T.CM (P-H (1981); Appeal of Rorand Aranda
Garcia, Cal. St. Bd. of Equal ., War. 4, I986.) Conse-
quentTy, we find that respondent's determ nation that the
witings in question were records of appellant's drug
sal es during 1982 is supported by the record, and that
respondent was justified in relying upon those records
when' reconstructing appellant's unreported income for
that year. (Appeal of Mart Conrad \Wende, supra.)

In its assessment for 1983, respondent used the
cash expenditure method of reconstructing income and the
net worth nmethod to estimate appellant's income from the
sale of cocaine. Both of these nethods are used to indi-
rectly prove the receipt of unreported taxable incomne.

Appeal of Fred Dale Stegman, Cal. St. Bd. of Equal.,.
Jan. 8, 1985.) Ine net worth nethod involves ascertain-
ing a taxpayer's net worth at the beginning and end 'of a
tax period. If a taanyer's net worth has increased
during that period, the taxpaver's nondeductibl e expendi-
tures, including living expenses, are added to the
Increase and if that anount cannot be accounted for by
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his reported incone plus his nontaxable incone, it is
assumed to represent unreported taxable inconme. The cash
expendi ture net hod naK be used when the taxpayer spends
unreported income rather than accunulating it. (Appeal

of Fred Dale Stegnman, supra.) |In such a case, the govern-
ment estimates unreported taxable income by ascertaining
what portion of the money spent during the tax period is
not attributable to resources on hand at the beginning of
the tax period, to nontaxable receipts, and to reported

I ncone received during that period. (See Holland v.
United States, 348 U'S. 121 (99 L.Ed. 150] (1954);
Taglranetfl v. United States, 398 F.2d 558 (1st Q.
1968).)

_ The use of the net worth nethod and the cash
expendi ture method has been approved by the United States
Suprene Court.' (Holland v. United States. supra;, United
States v. Johnson,, 319 U.s. 503 [87 L.Ed. 1546] (1943}.)
'n__Hol | anajninal action involving the net worth
met hod, the court, recognizing that the use of that
met hod- pl aced the-taxpayer at-a-distinct disadvantage,
established certain safeguards to minimze the danger for
the innocent. One of these is the requirement that the
government establish "with reasonable certainty ... an
3ﬁen|n% net worth, to serve as a startlnﬁ poi nt from

ich to calculate future increases in the taxgaﬁer S
assets." (Holland v. United States, supra, 348 U. S at
132.? The hol'ding of HolTand has been extended to cases

I nvo ving the cash expenditure nethod. (Dupree v. United
States, 218 r.2d 781 §5th Cr. 1955),) It "Thas al so been

hel'd To apply to civil cases in which the burden of proof
Is on the taxpayer rather than the governnent. (Thomas

v. Conmi ssioner, 223 r.2d 83, 86 (6th Gr. 1955).)1n
such cases, the burden of proof remains on the taxpa%er

but the record nust contain at |east sone proof which
"makes clear the extent of any contribution which begin-
n|nP resources or a dimnution of resources over tine
could have made to expenditures." (Taglianetti v. United
States, supra, 398 r.2d at 565.) |f such proof is Tacking,
the governnent's determnations are arbitrary and cannot
be sust ai ned. (Thomas v. Conmi ssioner, supra; Taglianetti
v. United States, supra.)

There is no indication in the record that
‘appel l ant acquired the drugs with incone generated in
1983 or that the money found in her house represented
drug sales fromthat year because there is no evidence as
to appellant's opening net worth for 1983. éSee Taglia-
netti v. United States, supra.) The only indicatTon 0
appell ant s frnancral worth is the unreported income we
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have found attributable to "appellant in 1982. This

know edge of one year's income does not, however, give us
any insight into appellant's overall financial picture
prior to or during the year at issue. (Cf. Taglianetti

v. United States, supra.) |If she had failed™o T1T€e fax
returns for several ¥ears prior to the appeal years, it

m ght be reasonable to assume that appellant's net worth
at the b(le |6nn| ng 30;4 1(91863 hWaéi zerfgééc,)ee Cohen v. Conmi s- f
si oner F.2d t r. , See al so EEE%%[ 0
Dennis and Cynthia Arnold, cal. st. Bd. of Equal T, y ©,
1986, tootnote 2), but we have not been supplied with
that information. Wile we agree with respondent that
the cash expenditure nethod of reconstruction does not
require the sane exactness as 'the net worth method
requires in determning the opening balance of a taxpayer
(Taglianetti v. United States, supra, 398 F.2d at 564-
5€5), this case Zoa2s NOl present the naceszavy facts %o
make "clear the extent of any contribution which begin-
nlnP resources or a dimnution of resources over tine
could have made to expenditures.” (Taglianetti v. United
States, supra, 398 r,2d at 565.) WThoul a starting
balance, we find it is just as likely that the drugs were
acquired in late 1982 with unreported income from that
year as it is that they were acquired in the first few
days of 1983 with unreported income generated in that
year. Furt her nore, there are no known sales of cocaine
conducted by appellant in 1983. Therefore, without known
sales or a starting balance, there is nothing to indicate
when or how appel |l ant acquired the $7,880 in cash.
Consequently, we find that respondent's assessnment for
1983 i's not supported by the record and nust be reversed
inits entirety.

In summary, we find that respondent's projection

of apgellant's income fromthe illegal sale of cocaine,
for 1982 to be reasonabl e when scrutinized against the
record on appeal. On the other hand, we find that

respondent's determnation that the cocaine discovered at
appel lant's house was acquired with income generated in
1983 and that the cash discovered in the same raid repre-
sented unreported income from sales of cocaine in 1983 is
not supported by the record on appeal. Respondent's
action in this matter nust be nodified accordingly.
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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 deny-
ing the petition of Rosa Gallardo for reassessment of
j eopardy assessnents of personal income tax in the anounts
of $35,172.62 and $1,926.00 for the year 1982 and for the
Berlod January 1, 1983, to January 6, 1983, respectively,
e and the sanme is hereby reversed wth respect to the
assessnment for the 1983 period. In all other respects,
the action of the Franchise Tax Board is sustained.

Done at Sacranento, California, this 29th day
of July , 1986, by the State Board of Equalization,
Wi th Board Menbers M. Nevins, M. Bennett, Mr. Dronenburg
and M. Harvey present.

Ri chard Nevins . Chai rman
WIlliam M Bennett . Member
Ernest J. Dronenburg, Jr. , Menber
Wal ter Harvey* . Member
Member

*For Kenneth Cory, per Governnent Code section 7.9
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