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P exercised incentive stock options on Dec. 21,
2000, acquiring 46,125 shares of E stock. As a result,
under 1. R C. secs. 55(b)(2), 56(b)(3), and 83(a), P was
required to include $1, 066, 064, the spread between the
exercise price and the fair market value of the shares
of E stock on the date of exercise, in his alternative
m ni mum t axabl e i ncone in 2000. Instead, P included
only $452, 025, the spread between the exercise price
and the fair market value of the shares of E stock on
Apr. 15, 2001.

In 2001, E filed for bankruptcy, and P's shares of
E stock becane worthless. Under I.R C. sec. 165(g)(1),
P realized a capital loss for alternative m ninumtax
pur poses of $1,075,289 in 2001.

R determ ned a deficiency of $169,510 in P s 2000
Federal inconme tax. P maintains that the capital |oss
l[imtations of I.R C. secs. 1211 and 1212 do not apply
for purposes of the alternative mnimumtax. As a
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result, P argues that he nmay use his capital |osses
realized in 2001 to reduce his alternative m ni num
taxabl e i ncome in 2000.

Held: The capital loss I[imtations of |I.R C
secs. 1211 and 1212 apply for purposes of cal cul ating
alternative m ni numtaxabl e i ncone.

Hel d, further: P s capital |osses realized in 2001
do not create an ATNOL that can be carried back to
reduce his alternative mnimumtaxable incone in 2000.

Don Paul Badgl ey, Brian G |saacson, and Duncan C. Turner

for petitioner.

Julie L. Payne and Kirk M Paxson, for respondent.

OPI NI ON

HAI NES, Judge: Respondent determ ned deficiencies in
petitioner’s Federal incone taxes of $4,833 and $169, 510 for the
years 1999 and 2000, respectively. After concessions,?! the
i ssues for decision are: (1) Wiether the capital |oss
limtations of sections 1211 and 1212 apply to the cal cul ati on of

alternative m ninumtaxable incone (AMIl); and (2) whether

1 Petitioner concedes respondent’s disallowance of a | oss
of $21,871 cl ai med on Schedul e E, Supplenental |ncone and Loss,
in 1999 and respondent’s all owance of additional item zed
deductions of $6,797 in 1999.
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petitioner may use capital |losses realized in 2001 to reduce his
AMTI in 2000.2
Backgr ound

The parties submtted this case fully stipulated pursuant to
Rul e 122. The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine the petition
was filed, petitioner resided in Dallas, Texas.

During 1999 and 2000, petitioner was enployed by Service
Metrics, Inc. (SM). On July 2, 1999, petitioner was nanmed vice
presi dent of marketing for SM. On July 14, 1999, petitioner and
SM entered into a stock option agreenent (SM stock option
agreenent) in which SM granted petitioner options to purchase
275,000 shares of SM comon stock wth an exercise price of 10
cents per share. The stock options granted to petitioner
qualified as incentive stock options (ISGOs) under section 422.

On Novenber 19, 1999, petitioner entered into an enpl oynent
agreenent with Exodus Communi cations, Inc. (Exodus). On Novenber
23, 1999, Exodus acquired SM. As a result, Exodus converted
petitioner’s options to purchase shares of SM common stock to

options to purchase shares of Exodus common st ock.

2 Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code, as anended, and all Rul e references
are to the Tax Court Rules of Practice and Procedure. Anpunts
are rounded to the nearest doll ar.
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On Decenber 21, 2000, petitioner exercised an option to
pur chase 46, 125 shares of Exodus common stock at 20 cents per
share, for a total exercise price of $9,225. The price of the
optioned stock on the NASDAQ on Decenber 21, 2000, was $23.3125
per share, for a total fair market value of $1,075,289 on the
date of exercise. Petitioner was not a dealer in securities but
instead was acting as an investor when he exercised the |SGCs.

Exodus filed for bankruptcy on Septenber 26, 2001. 1In a
press rel ease dated Novenber 21, 2001, Exodus announced that the
conpany’s common stock had no value. Petitioner’s shares of
Exodus stock were worthless as a result of Exodus’ s bankruptcy.

Petitioner tinely filed a Federal inconme tax return for
2000. On the return, petitioner reported $248,585 in wages, $432
in taxable interest, $11,311 in dividends, and $319,614 in
capital gain, for total income of $579,942. Petitioner clained
item zed deductions of $31,213 and reported taxable incone of
$548, 729 and regular tax liability of $134,455. Petitioner also
reported alternative mininumtax (AMI) liability of $116,973, for
a total tax of $251, 428.

Attached to petitioner’s 2000 tax return was Form 6251,
Al ternative M ninmm Tax--Individuals. On line 10, petitioner
reported excess AMIl over regular tax incone of $452,025 as a
result of his exercise of the Exodus I SGs. Instead of using the

spread between the exercise price and the fair market val ue of
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t he Exodus shares on the date of exercise, Decenber 21, 2000,
petitioner used the fair market value of the Exodus shares on
April 15, 2001, to calculate the excess AMIl.® Petitioner
reported AMIl of $1,001,776 and tentative mninmumtax (TMI) of
$251,428. By subtracting his regular tax fromthe TM,
petitioner calculated an AMI of $116,973. Petitioner did not
report an alternative tax net operating |oss (ATNOL or AMI NOL)
deduction on Form 6251.

On Novenber 13, 2003, respondent sent a notice of deficiency
to petitioner. Respondent determ ned that petitioner was
required to use the fair market val ue of the Exodus shares on the
date of exercise (Decenber 21, 2000) instead of their val ue on
the date reported by petitioner (April 15, 2001) to calculate his
AMIlI. As a result, respondent increased petitioner’s AMIl from
$1, 001, 776 to $1,607,166, his AMI from $116,973 to $286, 483, and

his total tax from $251, 428 to $420,938.4 Accordingly,

3 Petitioner used the Apr. 15, 2001, fair market value on
the basis of proposed |egislation that would have al |l owed
taxpayers to use the fair nmarket val ue of shares on Apr. 15,
2001, instead of the fair market value on the date of exercise,
in calculating the spread between exercise price and fair market
value. See H R 2794, 107th Cong., 1st Sess. (2001). The
proposed | egi sl ati on was never enact ed.

4 There is a slight discrepancy between the fair nmarket
val ue of the Exodus shares as reported by respondent in the
notice of deficiency ($23.25 per share) and as stipul ated by the
parties ($23.3125 per share). As a result, respondent’s
calculations in the notice of deficiency are inconsistent with
the facts as stipulated. For purposes of consistency, we
(continued. . .)
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respondent determ ned a deficiency in petitioner’s Federal incone
tax of $169,510 for 2000.

On Decenber 4, 2003, petitioner attenpted to file an anmended
Federal incone tax return for 2000. On the anmended return,
petitioner reported a net decrease in tax of $116,973. The
change was based on the theory that, under section 83, petitioner
was not required to recognize AMII on the exercise of his | SGCs
because his rights to the shares of Exodus stock were subject to
substantial risk of forfeiture and were nontransferable.
Respondent did not accept petitioner’s anended return.

On Decenber 18, 2003, petitioner filed his petition with
this Court.

On Decenber 27, 2004, respondent filed a notion for parti al
summary judgnent. In the notion, respondent asked the Court to
find that petitioner’s rights to his shares of Exodus stock were
not subject to a substantial risk of forfeiture.

On Decenber 28, 2004, petitioner filed a cross-notion for
partial summary judgnent. In the notion, petitioner asked the
Court to find that: (1) Petitioner’s rights to his shares of
Exodus stock were subject to a substantial risk of forfeiture and

were nontransferable; and (2) in the alternative, petitioner is

4(C...continued)
herei nafter use the fair market value as stipulated by the
parties. However, we direct the parties to address this
di screpancy and to resolve any inpact it may have on petitioner’s
deficiency as part of their Rule 155 cal cul ati ons.
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entitled to ATNCL deductions under section 56(d) and is allowed a
2-year carryback of those ATNOLs.
The Court issued a Menorandum Opi ni on on July 20, 2005,
ruling on the cross-notions for partial summary judgnent. See

Merlo v. Commi ssioner, T.C Meno. 2005-178. The Court held that

petitioner’s rights to his shares of Exodus stock were not
subject to a substantial risk of forfeiture. The Court further
hel d that genuine issues of material facts existed as to whether
petitioner was entitled to carry back an ATNOL deduction under
section 56(d). Accordingly, the Court issued an order on July
26, 2005, granting respondent’s notion and denying petitioner’s
Cross-noti on.
Di scussi on

The issues in the instant case revolve around petitioner’s
exercise of 1SCs to acquire shares of Exodus stock in 2000, and
the inpact, if any, the worthl essness of those shares in 2001 has
on the calculation of petitioner’s AMII in 2000.

A. The Alternative Mninum Tax and Its I nmpact on the Exercise
of Incentive Stock Options

Ceneral ly, under section 421(a), a taxpayer is allowed to
defer regular tax on incone resulting fromthe exercise of |SGCs
until the taxpayer later sells the stock. However, |1SCs are
treated differently in calculating the taxpayer’s AMIl and AMI

liability. See secs. 55(b)(2), 56(b)(3).
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The Internal Revenue Code inposes upon taxpayers an AMI in
addition to all other taxes inposed by subtitle A See sec.
55(a). The AMI is inposed upon the taxpayer’s AMIl, which is an
i ncome base broader than the base of taxable incone applicable

for Federal inconme taxes in general. Allen v. Conmm ssioner, 118

T.C. 1, 5 (2002); see also H Conf. Rept. 99-841 (Vol. 11), at
| 1-249 (1986), 1986-3 C.B. (Vol. 4) 1, 249, 264. AM is defined
as the taxable incone of a taxpayer for the taxable year
determ ned wth adjustnents provided in sections 56 and 58, and
i ncreased by the amobunt of itenms of tax preference described in
section 57. Sec. 55(b)(2).

As applicable to the instant case, for purposes of conputing
a taxpayer’s AMIl, section 56(b)(3) provides that section 421
shall not apply to the transfer of stock acquired pursuant to the
exercise of an 1 SO as defined by section 422. Therefore, under
the AMI rules, shares of stock acquired pursuant to the exercise
of an 1SO are treated as shares of stock acquired pursuant to a
nonqual i fi ed stock option (NSO under section 83. See sec.

56(b)(3); sec. 1.83-7(a), Incone Tax Regs.; see also Speltz v.

Comm ssioner, 124 T.C. 165, 178-179 (2005).

Under section 83, a taxpayer generally nust recognize inconme
when he exercises an NSO to the extent that the fair market val ue
of the shares of stock transferred to himexceeds the price he

pays at the tine he exercises the option, so long as the



- 9 -
taxpayer’s rights in the shares are transferable or not subject
to a substantial risk of forfeiture. Sec. 83(a); Tanner v.

Comm ssioner, 117 T.C. 237, 242 (2001), affd. 65 Fed. Appx. 508

(5th Gr. 2003); sec. 1.83-7(a), Incone Tax Regs. Pursuant to
sections 55(b)(2), 56(b)(3), and 83(a), the taxpayer is required
to include this incone in his AMI.

As a result of the AMI treatnent of the exercise of |SGCs,

t he taxpayer can have two different bases in the sanme shares of
stock. The taxpayer’s regular tax basis will be the exercise
price, or cost basis. See sec. 1012. However, for AMI purposes,
section 56(b)(3) provides that the adjusted basis of any stock
acquired by the exercise of an I SO “shall be determ ned on the
basis of the treatnent prescribed by this paragraph.” Thus, the
taxpayer wll increase his adjusted AMI basis by the anount of
incone included in his AMIl. See secs. 55(b)(2), 56(b)(3),
83(a) .

The parties stipulate that petitioner’s stock options
qualify as | SOs under section 422. For regul ar tax purposes,
section 421(a) allows petitioner to defer recognition of incone
until he later sells the stock. Under section 1012, petitioner’s
regul ar tax basis in the shares of Exodus stock is the exercise

price, $9,225.°

5 To avoid confusion between petitioner’s different bases,
we shall refer to petitioner’s basis for regular tax purposes as
(continued. . .)
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However, for AMI purposes, petitioner nmust include in his
AMIl the spread between the exercise price and the fair market
val ue of the shares of Exodus stock on the date of exercise. See
secs. 55(b)(2), 56(b)(3), 83(a). W find that petitioner nust
i nclude $1,066,064 in his AMII for 2000.° As a result,
petitioner’s adjusted AMI basis in the shares of Exodus stock is
i ncreased by the anobunt recognized to $1, 075, 289.

Next, we consider whether petitioner may reduce his AMIl in
2000 as a result of the AMI capital |loss realized in 2001.

B. Capital Losses Under Reqular Tax and Alternative M ninum Tax

I f securities which are capital assets (as defined by
section 1221) becone worthless during a taxable year, any | osses
resulting therefromare treated as capital |losses, as if a sale
or exchange of the securities occurred on the |last day of that
taxabl e year. Sec. 165(g)(1). Section 165(f) provides that
capital losses are allowed only to the extent allowed in sections

1211 and 1212.

5(...continued)
his “regular tax basis” and to his basis for AMI purposes as his
“adj usted AMI basis”.

6 $1,075,289 (fair market value of petitioner’s shares of
exodus stock on 12/21/00) less $9, 225 (total exercise price)
equal s $1, 066, 064.
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Under section 1211(b), noncorporate taxpayers can recognize
capital losses only to the extent of capital gains plus $3, 000.’
Section 1212(b) allows noncorporate taxpayers to carry forward
unrecogni zed capital | osses to subsequent taxable years, but it
does not allow such taxpayers to carry back unrecogni zed capital
| osses to prior taxable years.

The Internal Revenue Code does not explicitly address the
treatnent of capital |osses for AMI purposes. See secs. 55-59,
and acconpanyi ng regul ati ons.

The parties stipulated that petitioner is not a deal er and
that he exercised the 1SOs as an investor. There is no dispute
that petitioner’s shares of Exodus stock are capital assets under
section 1221. Because those shares becanme worthless in 2001,
petitioner realized a capital loss in 2001. See sec. 165(g)(1).
Petitioner’s regular tax basis in the shares of Exodus stock was

$9, 225, resulting in a realized regular capital |oss of $9,225.8

" For married individuals filing separately, $3,000 is
reduced to $1,500. Sec. 1211(b)(1). |If the excess of capital
| osses over capital gains is less than $3,000 (or $1,500), then
only that excess may be deducted. Sec. 1211(b)(2).

8 To avoid confusion between petitioner’s capital | osses,
we shall refer to his capital |loss for regular tax purposes as
his “regular capital loss”, and shall refer to his capital |oss
for AMI purposes as his “AMI capital |oss”.
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However, the capital loss [imtations of sections 1211(b) and
1212(b) Iimt petitioner’s ability to recogni ze the regular
capital loss.?®

Petitioner’s adjusted AMI basis in the shares of Exodus
stock was $1, 075,289, resulting in realized AMI capital |oss of
$1,075,289. Petitioner seeks to carry back his AMI capital |oss
to reduce his AMII in 2000. Petitioner argues that the capital
loss limtations of sections 1211 and 1212 do not apply to his
AMI capital |oss for purposes of calculating his AMI.

This Court has never addressed whether the capital |oss
limtations of sections 1211 and 1212 apply for purposes of
calculating a taxpayer’s AMIlI. However, section 1.55-1(a),
| ncome Tax Regs., states:

Except as otherw se provided by statute, regul ations,

or ot her published guidance issued by the Conm ssioner,

all Internal Revenue Code provisions that apply in

determ ning the regul ar taxable incone of a taxpayer

al so apply in determining the alternative m ni nrum

t axabl e i ncome of the taxpayer
W find no statute, regul ation, or other published guidance that

purports to change the treatnent of capital |osses for AMI

pur poses. ® See secs. 55-59 (and acconpanyi ng regul ati ons).

® The effect of the capital loss limtations of secs.
1211(b) and 1212(b) for regular tax purposes is not in issue, and
thus, is not discussed in detail.

10 Ppetitioner argues that because the instructions to line
9 of Form 6251 for 2000 do not nention sec. 1211, the
instructions indicate that sec. 1211 does not apply for purposes
(continued. . .)



- 13 -
Therefore, we hold that the capital loss |imtations of sections
1211 and 1212 apply in calculating a taxpayer’s AMIl. See sec.

1.55-1(a), Incone Tax Regs.; see also Allen v. Comm ssioner, 118

T.C. at 8 (holding that the wage-expense |imtation of section
280C(a) applies to the cal culation of AMII where nothing in the
sections relating to the wage-expense l[imtation or in the AMI
provi sions indicates otherwi se). Accordingly, we find that
petitioner cannot carry back his AMI capital |oss realized in
2001 to reduce his AMIl in 2000.

C. Net Operating Losses and Alternati ve Tax Net Operating
Losses

In an attenpt to carry back his AMI capital |oss, petitioner
argues that the AMI capital loss entitles himto an ATNOL
deducti on under section 56.

Cenerally, a taxpayer nmay carry back a net operating |oss
(NOL) to the 2 taxable years preceding the |oss, then forward to

each of the 20 taxable years following the loss.! Sec.

10, .. conti nued)

of calculating petitioner’s AMII. W do not need to consider
whet her petitioner’s interpretation of the instructions is
correct. It is settled |law that taxpayers cannot rely on

informal IRS instructions to justify a reporting position that is
ot herw se inconsistent with the controlling statutory provisions.
Johnson v. Conmm ssioner, 620 F.2d 153, 155 (7th Gr. 1980), affg.
T.C. Meno. 1978-426; G ahamyv. Conmm ssioner, T.C Meno. 1995-114;
Jones v. Conm ssioner, T.C. Menp. 1993-358.

1 In the case of NOLs incurred in 2001 or 2002, sec.
172(b) (1) (H) creates a 5-year carryback. Petitioner argues that
he is entitled to relief fromthe 5-year carryback. However,

(continued. . .)
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172(b) (1) (A). Section 172(c) defines an NOL as “the excess of

t he deductions allowed by this chapter over the gross incone,” as
nodi fi ed under section 172(d). |In the case of a noncorporate

t axpayer, the anount deductible on account of capital |osses
shal | not exceed the anpunt includable on account of capital
gains. Sec. 172(d)(2)(A); sec. 1.172-3(a)(2), Inconme Tax Regs.
The effect of section 172(d)(2)(A) is that net capital |osses are

excluded fromthe NOL conputation. See Parekh v. Conm ssioner,

T.C. Meno. 1998-151.

For AMI purposes, section 56(a)(4) provides that an ATNOL
deduction shall be allowed in Iieu of an NOL deduction under
section 172. An ATNOL deduction is defined as the NCOL deduction
al I owabl e under section 172 and is conputed by taking into
consideration all the adjustnents to taxable incone under
sections 56 and 58 and all the preference itens under section 57
(but only to the extent that the preference itens increased the
NOL for the year for regular tax purposes).?!? Sec. 56(d)(1).

Petitioner’s net regular capital loss is excluded from
conputing his NOL deduction. See sec. 172(c), (d)(2)(A); sec.

1.172-3(a)(2), Income Tax Regs. For AMI purposes, petitioner’s

(... continued)
because we conclude infra that petitioner is not entitled to an
ATNCL, petitioner’s argunent is noot.

12 Sec. 56(d)(1)(A) also limts the anount of the all owabl e
ATNOL deduction; this is not in issue.
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ATNCL is the sane as his NO., taking into consideration all the
adjustnents to his taxable incone under sections 56, 57, and 58.
See sec. 56(a)(4), (d)(1). No adjustnents under those sections
nmodi fy the exclusion of net capital |osses fromthe NOL
conput ati on under section 172(d)(2)(A). Therefore, petitioner’s
net AMI capital loss is excluded for purposes of calculating his
ATNCL deduction. As a result, petitioner’s AMI capital |oss
realized in 2001 does not create an ATNCL that can be carried
back to 2000 under sections 56 and 172(Db).

D. Petitioner's O her Arqgunents

Petitioner raises various other argunents in an attenpt to
carry back his 2001 AMI capital loss to reduce his 2000 AMTII.
Petitioner’s additional arguments can be categorized into three
groups: (1) Argunents prem sed on msinterpretations and
m sapplications of the Code sections outlined above; (2)
argunent s based on congressional intent; and (3) argunents based
on equity and public policy.

As outlined above, the applicable Code sections do not allow
petitioner to carry back his AMI capital |oss, and argunents
m sinterpreting and m sapplying those sections will not be
addr essed individual ly.

Petitioner asserts that “the intent of Congress in inposing
an AMI tax on deferral preferences [including | SOs] was to

accelerate the taxation of econom c incone wthout creating an
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additional tax liability.” Petitioner argues that the only way
to conply with congressional intent is to allow himto carry back
his AMI capital |loss. Throughout his opening brief and reply
brief, petitioner focuses heavily on his interpretation of
congressional intent to support various argunents.

Petitioner relies on the Senate report to the Tax Reform Act
of 1986, Pub. L. 99-514, 100 Stat. 2085, as authority for the
asserted congressional intent. See S. Rept. 99-313 (1986), 1986-
3 CB (Vol. 3) 1. Petitioner does not offer a specific citation
but instead cites the Senate report generally. The Senate report
addresses the AMI provisions on pages 515-540. 1d. at 515-540,
1986-3 C.B. (Vol. 3) at 515-540. The Senate report does not
directly support petitioner’s interpretation of congressional
intent, and we find no | anguage supporting an inference of such
intent. See id. Therefore, we do not further consider
petitioner’s argunents based on his interpretation of
congressional intent.

Petitioner al so advances several “policy and | egal
considerations”. Essentially, petitioner is arguing that, under
principles of equity, he should be allowed to carry back his AMI
capital loss to reduce his AMII. Petitioner feels that applying
the capital loss |imtations of sections 1211 and 1212 to the
cal culation of his AMIlI results in harsh and unfair tax

consequences.
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This Court has previously stated:

The unfortunate consequences of the AMI in various
ci rcunst ances have been litigated since shortly after
the adoption of the AMI. In many different contexts,
literal application of the AMI has |l ed to a perceived
hardshi p, but chal |l enges based on equity have been
uniformy rejected. * * *

* * * “jt Iis not a feasible judicial undertaking to
achi eve global equity in taxation * * *  And if it
were a feasible judicial undertaking, it still would
not be a proper one, equity in taxation being a
political rather than a jural concept.” * * * the
sol ution must be wi th Congress.

Speltz v. Conmm ssioner, 124 T.C. at 176 (quoting Kenseth v.

Conmm ssi oner, 259 F.3d 881, 885 (7th Gr. 2001), affg. 114 T.C.

399 (2000)); see also Al exander v. Conm ssioner, 72 F.3d 938 (1st

Cr. 1995), affg. T.C. Meno. 1995-51; Ckin v. Conm ssioner, 808

F.2d 1338 (9th Cr. 1987), affg. T.C. Meno. 1985-199; Warfield v.

Conm ssioner, 84 T.C. 179 (1985); Huntsberry v. Conm ssioner, 83

T.C. 742, 747-753 (1984). Petitioner’s equity and public policy
argunents offer no relief fromthe tax consequences of the AMI
Code sections, as outlined above.

On the basis of the above, we hold that petitioner cannot
carry back his AMI capital loss realized in 2001 to reduce his
AMTI in 2000.

I n reaching our holdings, we have considered all argunents
made, and, to the extent not nentioned, we conclude that they are

moot, irrelevant, or without nerit.
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To reflect the foregoing and the concessions of the parties,

Deci sion will be entered

under Rul e 155.




