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OPI NI ON

This  appeal was originally made pursuant to
section 18646¥ of the Revenue and Taxation Code
from the action of the Franchise Tax Board in denying the
petition of Salud C. Arellano for reassessment of
| eopardy assessments of personal. incone tax and penalties
in the total amounts of $30,929.66 and $36,588.96 for the
year 1981, and for reassessment Of jeopardy assessments
of personal inconme tax in the amounts of $45,682.25 and
$46,645.25 for the period January 1, 1982, to May 18,
1982, and the year 1982, respectively. Subsequent to the
filing of this appeal, appellant paid the |eopardy
assessnments in full.. 2ccordingly, purscant {0 section
19051.1 of the Revenue and Taxatica Code, this appeal is
treated as an appeal from the denial of clains for
refund.

1/ Unless otherw se specified, ail section references
are to sections of the Revenue and Taxation Code as in
effect for the years and period in issue.
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The issue on appeal is whether respondent
properly reconstructed appellant's income for the year
and period at issue. ,

onApril 15, 1982,the Los Angeles Police
Departnent received information from a confidenti al
informant that appellant was heavily involved in the sale
of large amounts of cocaine. Subsequently, police
surveill ance of agﬁellant's activities and acquai ntances
was instituted. ring the surveillance. period, appel-
| ant was observed |eaving her residence to make severa
phone calls from a pay phone. Upca conpleting her calls,
appel l ant proceeded to drive around a two-square-mle
area for two hours in an apparent attenpt to detect any
police surveillance of her novenents. At the end of the
two- hoar period, appellant drove to a notel where she net
several other individuals in a private room Lue ¢ cae
informant's statenents and the fact that appellant's
above--described activities were consistent with those of
a drug dealer, the police proceeded to conduct a raid of
the notel room Due to the discoveries described bel ow,
aﬁpellant and the three other individuals discovered in
the notel roomwere arrested and charged- with conspiracy
to sell cocaine.

During the raid, the police found several
suitcases filled with cocaine and noney. <The police also
di scovered four hand guns, a scale, and several notebooks
and a ledger detailing over $2.5 mllion and $4.5 nmillion
In narcotics sales for 1981and 1982, respectively. In
guestioning the suspect who rented the notel room the
police discovered that the individuals. had used the room
on other occasions for other drug sales. A fifth person
who had left the notel room prior to the raid was
arrested at a different location znd chargsd With the
other four individuals. At the second-location, the
police found nore cash and cocaine in an apartment which
they believed to be a storage room for |arge anounts of
cocai ne. In total, the police confiscated $411,696 in
cash and 87.87 pounds of cocaine between the two
| ocations. A subsequent police check of the |edger
reveal ed that appellant's fingerprints were on the ﬁages
of the book, and a subsequent analysis of sonme of the
entries by a handwriting expert reveal ed that appell ant

had made several of the entries in the journal, 1ncluding
the statenents: "I paid a total of [$]1,480,000 within a
two week period April 1 to April 15, 1982" and "I

received three and a half kilograms." (Resp. Br., Ex. F

at 2.) Appellant was eventually convicted of conspiracy
to sell narcotics and was sentenced to 20 years in
prison.
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An investigation of appellant's finances
reveal ed that she had no-visible neans of support but
that she was the owner of six vehicles and two homes.

The ﬁolice al so searched appellant's safe deposit box
whi ch contai ned $53,000 i n cash andciemelry worth over
$320,000. It was further discovered that appellant was a
partner in an art gallery and that she had contri buted
over $40,000 to its operation. She never took a salary
fromthe art gallery and the partnership always operated
at a loss during the years at issue.

When respondent was informed of the above
events and di scoveries, it determned that appellant had
unreported incone fromthe illegal sale of narcotics and
that the collection of the tax on that income would be
j eopardi zed by-delay. Respondent's initial reconstruc-
tion oi appellant's income was cal cul ated hasec on tha
narcotics records found at the tinme and piace of appei-
lant's arrest less a 50 percent deduction for the cost of
goods sold. .Its assessnents were also based on a finding
that appellant and the other four individuals arrested
were equal partners in the cocaine ring and that appel-
| ant should only be held responsible for her share of the
profits. on February a, 1983, respondent issued addi -
tional assessnments for the two taxable périods in
question based on the elimnation of the cost-of-goods
deductia& pursuant to the enactnent of section
17297.5.%/ Appel lant filed petitions for reassess-
ment for both sets of assessments. Appellant refused,
however, to candidly discuss her finances, including the
narcotics sales. As a result, respondent denied the
petitions and this appeal followed.

Under the California Personal |nconme Tax Iaw,
an individual is required to report the itens of his
gr 0ss income  during the taxabl e year. (Rev. & Tax. Code,
§ 18401.) Except as otherw se provided by iaw, gross
income is defined to include "all income from whatever

2/ FOrmer section 17297.5, in pertinent part, stated
that "(a) [ ilan conputing taxable income, no deductions
(including deductions for cost of goods sold) shall be

al lowed to any taxpayer on any of his or her gross income
directly derived from illegal activities ....”

Section 17297.5 was specifically made retroactive to all
taxabl e years which were not closed by the statute of
limtations or otherw se. (Rev. & Tax. Code, § 17297.5,
subd, (e).) Section 17297.5 was reenacted in 1984 as
section 17282. (Stats. 1984, Ch. 962.)
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source derived" (Rev. & Tax. Code, § 17071),anditis
well established that any gain fromthe sale of narcotics
constitutes gross incone. (Farina v. McMahon, 2
A.F.T.R.2d (P-B) ¢ 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 a taxpayer's inconme by
what ever method will, in its judgnment, clearly reflect
income. (Rev. & Tax,. Code, § 12561; I.R.C. § 4486.)
Where a taxpayer fails to naintain the proper records, an
approxi mation of net income is justified even if the
calculation is not exact. (Appeal of Siroos Ghazali,
cal. St. Bd, of Equal., Apr. 9, 1985.) Furthermore, the
exi stence of unreported income may be denonstrated by any
practical nethod of proof thac is availapble. anc ic¢ is
the taxpayer's burden to prove that a'reascnable recon-
struction of income is erroneous. (Appeal of Marcel C.
Robl es, cal.: St. Bd. of Equal., June 28, 1979.)

Appel lant's only objection to the present
assessnents 1s that they are arbitrary, capricious, and
wi thout any basis in fact, As appellant presents no
ot her evidence or argument to contradict respondent's
determ nation, the Franchise Tax Board's assessment. will
be upheld if it is based on assunptions supported by the
record, (Appeal of Richard r. Koch, Cal. St. 3d. of
Equal ., June 10, I986.) Respondent based its determ na-
tions on the followi ng assunptions: (1) that appellant
engaged in the sale of narcotics and received unreported
income fromthose sales for the periods at issue:

(2) that the |edger and notebooks found during the search
of the mectel were records of drug sales of a partnership
of which appellant was a partner; and, (3) that appellant
and the four others arrested with her were engaged in 3z
"partnership" to sell cocaine and that they each received
‘an equal share of the profits of the partnership as
recorded in the drug records.

The first question presented is whether appel-
lant was in the business of selling cocaine. A police
surveillance of appellant's activity revealed that she
followed a pattern of behavior used by a person involved
in drug sales, including the use of several vehicles to
deter surveillance and the seemngly endless circling of
city blocks in an attenpt to discover whether the police
wer e follominq]her. When arrested, appellant was found
in aroomwth |large anounts of cocaine and cash, and a
| edger which recorded apparent drug sales in her
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handwri ti ng. Finally, appeliant was found guilty of
conspiracy to sell cocaine. Consequently, we find that
these facts, coupled with appellant's failure to produce
evi dence to the contrarﬁ, support a prima facie show ng

t hat appellant was in the business of selling cocaine and
that she received incone from that business,

The next issue presented is whether the |edger
and not ebooks found during the search of the notel room
were records of narcotics sales, and, if so, whether
t hose were records of a narcotics partnership of which
appel l ant was a partner. \Wen records of drug sales are
di scovered, they are often witten in such a manner that
only persons famliar with the activities of narcotics
deal ers can deci pher the information of those records,
(Appeal of Rosa Gallardo, Cal. St. Ed. of Equal.

Jaiy 26, 19da.,; accordiagly, L thers IS SONME basic =5
bel ieve that records discovered during an investigation
of a taxpayer's illegal activities related to those
activities, respondent is justified in interpreting and
relying upon the information contained in those records
to reconstruct the taxpayer's unreported incone. { See
Appeal of Mart Conrad Wende, Cal. St. Bd. of Egual.,

Mar. 1, 1983; Appeal of James Eugene Ely, Cal. St. Ed. of
Equal., Sept. 30, 1980.) Respondent’s determination that
the records seized during appellant's arrest were drug
records is based on the testinmony of a police expert
during appellant's trial. (Resp. Br., Ex. I.) Wiile
this testinony is hearsay, this board may consider any
rel evant evidence provided that it is the sort of

evi dence on which reasonabl e persons are accustoned to
rely in the conduct of serious affairs.. (Appeal of
Siroos Ghazali, supra.) We believe that expert testinony
given during a crimnal trial is.the sort of evidence
upon whi ch reasonabl e persons rely in the course of
serious affairs. Consequently, wefind that respondent's
determ nation that the records were drug records is
supported by credible ‘evidence.

|f a connnection between the records, the drug
selling activity, and the taxpayer is established, it is
the burden of the taxpayer to show that the records are
somehow i napplicabl e or-inaccurate. (See Appeal of Rosa
Gal | ardo, supra.) An unsupported allegation that the
records are not the taxpayer's or do not reflect unre-
ported income fromillegal activities is insufficient to
carry the taxpayer's burden. (Appeal of Rosa Gallardo
supra.) Appellant's fingerprints were found on the drug
records. Expert testinony at appellant's trial indicated
that appellant wote sone of the |edger's entries. W
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also note that at |east one of the entries in appellant's
handwiting is reasonably interpreted as_an adm ssion .
that she sold narcotics. Therefore, we find that suffi-
cient evidence in the record exists to tie aﬁpellant to
at-least sone of narcotics sales listed in the |edger.

As appellant has failed to present any evidence
to contradict the finding that she was in sone way
responsible for sone of the narcotics sales listed in the
| edger, the only question renaininﬁ i s whether appel | ant
was in a "partnership" that nade the sales of cocaine
registered in. the |edger and notebooks and whether she

HBY have attributed to her 1/5 of the total sales of the
all eged "partnership"™ as was determned by respondent,

Section 17008 defines the term "partnership" to include a
"syndi cate, group, pool, joint venture, or other unincor-
cratad ergyaaization through, or Ly mea:s of which any
usi ness, financial operation, or venture is carried on."
A partnership need not be formally recognized _and may be
i nplied from, the conduct of the parties. (Galluzzo V
Commissioner, § 81,733 T.C M (P-g8) (1981).]

A partnership is created when persons

] ol n together their noney, goods, |abor,
orskill for the purpose of carrying on a
trade, profession, Or business and When
there is community of interest in the.
profits and losses. In determning the
exi stence of a partnership ... the
question is whether, coensidering all of
the facts, the partners really and truly
intended to join together for the purpose
of carrying on business and sharing in
the profits or losses or both. (CQtations.)
The issue is a factual one. (Ctation,)
Anong the factors to be considered are
whet her an alleged partner's contributed
services are vital and essential to the
partnership's successful operation and
whet her he or she shares in the nmanage-
ment and control of the business.
(Ctations.)

(Gal luzzo v. Conmissioner., supra at 81-2879.)

~ [The Internal Revenue Service's] partner-
ship theory, properly conceived, is not an
oppressive technicality designed to charge

hapl ess taxpayers Wi th phantom incone, but is
merely a restatenent and specific application
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of the venerab-le principle that income must be
taxed to him (or her) who earns it.
(Citations.) Thus, one who contributes
absolutely nothing to a joint venture's busi-
ness enterprise cannot be taxed on any of its
i ncome. (Ctation.)

(Galluzzo v. Conmissioner, supra at 81-2879.)

Section 17856 stated, in pertinent part, that
“"[a] partner's distributive share of income, gain, | 0SS,
deduction, or credit ... shall be deternined in
accordance with the partner's interest in the
partnership ... if-(a) the partnership agreenent does
not provide as to the partner's distributive share of
income, gain, |oss, deduction, or credit . ...7

In the present case we find that the record on
appeal supports resgondent‘s determination that a part-
nership existed. The notebooks and |edgers that recorded
the drug transactions in question were, according to
handwiting experts, witten by several perscns, one of
whom was identified as appellant. 211 of the persons
arrested with apgellant appeared in sone manner to be
involved in the buying and selling of |arge anounts of
cocaine. Each person was observed conducting anti-
surveillance activities prior to their attenpted cocaine
transaction. Finally, the one person arrested at the
second location had left the others to go to an apartnent
that was used solely to store large quantities of cocaine
in an apparent attenpt to obtain nore cocaine.

These actions, plus the presence of the drug
| edger, indicate that the arrested individuals ware al
participating in the sale of cocaine. Wat is nct
indicated by this evidence is that all five individuals
were part of the same narcotics ring or partnership.
Logically, if a sale was interrupted by the police raid,
at |east one of the persons present woul d have 'been
buying the narcotics fromor selling the narcotics to the
group that owned the |edger--appellant's partnershin.
Consequently, as at |east one of those arrested was a
separate buyer or seller, respondent was generous in
including all of the arrested individuals in appellant's
part nership. Furthernore, we note that if there were
nore than five partners in the drug rinP or if sone of
those arrested were not partners, appellant had anple
opgortunity to provide us wth that information, an
opportunity of which she failed to take advantage,
Therefore, we find that respondent was reassnzble in
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concluding that appellant was a nenber of a five-person
partnership. Due to the absence of a partnership
agreenent, appellant may be credited with 1/5 of the
partnership profits. (See Rev. & Tax. Code, § 17855.)

In sunmary, we find that the record on. appeal
supports the elenments of respondent's feconstr%gtion %f
appel lant's incone for the periods at issue. ven that
appel l ant has the burden of proving that a reasonable
reconstruction of her incone was erroneous and that she
has failed to present evidence to support her claim we
nmust conclude that respondent properly assessed _
appel lant's incone for the year and period in question
(Appeal of Marjorie Lillie Davis, Cal. St. Bd, of Equal,,
Apr. 9, 1986.) Accordingly, respondent's action in 'the
matter nust be sustained.
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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 19060 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the clains of Salud C. Arellano for refund of
personal incone tax and penalties in the total anmounts of
$30,929.66 and $36,588.96 for 1981, and for refund of
personal incone tax N the amounts of $45,682.25 and
$46,645.25 for the period January 1, 1982, to My 18,

1982, and 1982, respectively, be and the sanme is hereby
sustained.

Done at Sacramento, California, this 3rd day
Of Decenmber , 1986, by the State Board of Equalization,

with Board Menmbers M. Nevins, M. Collis, M . Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins , Chairman

—Conway H Collis . Menber
Wlliam M Bennett » Member
Ernest J. Dronenburs, Jr. « Menber
VAl ter Harvey* » Menber

*For Kenneth Cory, per Governnent Code section 7.9
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