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PANUTHOS, Chief Special Trial Judge: This case was heard

pursuant to the provisions of section 7463 of the Internal

Revenue Code in effect at the tine the petition was filed.?

! Special Trial Judge Carleton D. Powell, before whomthis
case was initially tried and to whomit was submtted, died Aug.
23, 2007. The Court notified the parties and proposed to assign
the case to another judicial officer for the purpose of preparing
t he opinion and entering the decision based on the record of that
trial. Respondent consented to the reassignnment. Petitioner

(continued. . .)
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Pursuant to section 7463(b), the decision to be entered is not
revi ewabl e by any other court, and this opinion shall not be
treated as precedent for any other case. Unless otherw se
i ndi cat ed, subsequent section references are to the |Internal
Revenue Code as anended and as in effect for the year in issue,
and all Rule references are to the Tax Court Rules of Practice
and Procedure.

Respondent determ ned a $14, 145 deficiency in petitioner’s
1998 Federal income tax, a $3,536.25 failure to file addition to
tax, and a $2,829 accuracy-related penalty. After concessions?
the issues for decision are: (1) Wether certain paynents nade
to petitioner by Erdman Rentals, LLC in 1998, totaling $30, 034,

are taxable; (2) whether petitioner is entitled to business

Y(...continued)
objected to the reassi gnnment and noved to suppl enment the record.
A further trial was held on Feb. 26, 2008, at which tinme the
parties submtted a supplenental stipulation of facts with
attached exhibits. The Court heard additional testinony and
recei ved additional docunents.

2 At the initial trial respondent conceded that of the
$38, 716 i n nonenpl oyee conpensation reported as paid to
petitioner by Erdman Rentals, LLC, $8,682 represents
rei mbursenent of expenses. After this adjustnment $30,034 of
nonenpl oyee conpensation remains, all of which respondent
contends is unreported inconme. Petitioner conceded that she
received but failed to report $1,540 in dividends in 1998 from
t he Al aska Per manent Fund.

Petitioner failed to address respondent’s self-enpl oynent
tax determnation wth respect to inconme from Erdman Rental s,
LLC, other than to dispute that the anpunt she received is incone
in the first instance.
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expense deductions in anounts greater than respondent all owed;
and (3) whether petitioner is liable for an addition to tax under
section 6651(a)(1l) and an accuracy-rel ated penalty under section
6662(a) .

For conveni ence, after a brief factual overview, we have
conbi ned the findings of fact, discussion of pertinent |egal
i ssues, and our conclusions. The parties have stipul ated sone of
the facts, and we so find. W incorporate the stipulation of
facts, the supplenental stipulation of facts, and the attached
exhibits by this reference. Petitioner resided in Al aska when
she filed the petition.

In 1998 petitioner was a nenber of Erdman Rentals, LLC
(hereafter Erdman Rentals or the conpany), a residential rea
estate rental conpany in Alaska. The other two nenbers were
petitioner’s parents, Donald and Sophia Erdman. Petitioner
managed the rental properties for Erdman Rentals, and the conpany
reported on Form 1099-M SC, M scel | aneous Incone, that it paid
nonenpl oyee conpensation of $38,716 to petitioner in 1998.
Petitioner did not report this anmount on her 1998 Federal incone
tax return.

Petitioner also worked with a coauthor on a book about

Nat al i a Shel i khova (M's. Shelikhova) in 1998.% She paid anmpbunts

3 Al though the book had not been published as of the date of
trial, petitioner asserted that she had arranged for it to be
(continued. . .)



- 4 -

for travel, for purchasing and fram ng original wrks of art, and
for copying docunents and conmuni cating wth her coauthor.
Petitioner reported those expenditures on Schedule C, Profit or
Loss From Business. She did not report any business incone or
receipts.

Petitioner prepared her 1998 Federal income tax return and
filed it on October 23, 2000. She reported her occupation as
“Witer/Manager”. Petitioner’s 1998 Form 1040, U.S. | ndi vidual
| ncome Tax Return, reports $10,717 on line 7 as wages, salaries,
tips, etc., and a business |oss of $10,035 on line 12.%
Petitioner’s tax return as filed reported negative adjusted gross
i ncome, no taxes w thheld, and no taxes owed.

Respondent issued a notice of deficiency determ ning that
petitioner received, but failed to report, $38,716 in incone from
Erdman Rental s and $1,540 in dividend incone fromthe Al aska
Per manent Fund. See supra note 2. Respondent al so disall owed

busi ness expense deductions, as foll ows:

3(...continued)
publ i shed by the University of Alaska Press, Rasmuson Library
Transl ati on Seri es.

4 Only the $10, 035 business loss is carried dowmn as total
income on line 22 of petitioner’s 1998 Form 1040, U.S. I ndi vidual
| ncome Tax Return. The $10, 717 reported on line 7 is ignored for
the remai nder of the handwitten return. Respondent has not
asserted a deficiency related to this anount.



Busi ness Expense Clained A lowed D sallowed

Travel expense $1,498 $755 $743

Meal s and entertai nment 502 63 439

expense

Legal / prof essi onal services 8,035 - O0- 8, 035
Tot al 10, 035 818 9, 217

There is no dispute that petitioner paid the clained
anounts. However, respondent maintains that petitioner has not
proven that the disallowed deductions represent ordinary and
necessary expenses. In addition, respondent determ ned an
addition to tax for failure tinely to file and an accuracy-
rel ated penalty.

Petitioner asserts that her parents gave her a $20,000 gift,
that Erdman Rental s erroneously reported that it paid
conpensation inconme to her, and that, even including the
unreported dividend income, her tax liability is zero because she
had no net income. She also asserts that her late filing was not
due to negligence.

We begin by noting that the Conm ssioner’s determ nations
are presuned correct, and the taxpayer bears the burden of
proving that those determ nations are erroneous. Rule 142(a);

Welch v. Helvering, 290 U S. 111, 115 (1933). Moreover,

deductions are a matter of |egislative grace, and the taxpayer
bears the burden of proving that she is entitled to any deduction

claimed. [NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992).
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Under section 7491(a)(1), if the taxpayer produces credible
evidence with respect to any factual issue relevant to
ascertaining the taxpayer’s liability, the burden of proof shifts
fromthe taxpayer to the Conmm ssioner as to that factual issue.
Section 7491(a)(2) provides that the burden will shift only if
the taxpayer conplies with substantiation requirenents, naintains
sufficient records, and cooperates fully with the Comm ssioner’s
reasonabl e requests. Although petitioner introduced nyriad
docunents: (a) She did not naintain books and records of her
witing activity sufficient to docunent her expenses clearly; and
(b) the records she introduced regardi ng Erdman Rental s do not
clearly denonstrate which of the nunmerous paynents petitioner
made to herself and to her creditors from Erdman Rental s
constitute alleged gifts from her parents, expense
rei mbursenents, or paynents for her services. Petitioner did not
argue that section 7491 applies. Petitioner has not satisfied
the requirenents of section 7491(a)(2), and we conclude that the
burden remains with petitioner.

1. Unreported | ncone

Petiti oner conceded that she received the dividend i ncome
and adnmits that she received the funds from Erdman Rent al s.
However, she chall enges respondent’s characterization of the

Erdman Rental s paynents as incone, asserting that she received
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gifts fromher parents, paid through the conpany, and
rei nbursenent for expenses she incurred in managi ng the conpany.

Erdnman Rental s reported payi ng nonenpl oyee conpensati on of
$38,716 to petitioner. Petitioner asserts that a m stake by
Erdnman Rental s’ accountants caused the conpany to file a Form
1099-M SC and to report those paynents as conpensation paid to
her.?®

Al t hough petitioner represents that she was an unpai d,
vol unt eer manager sinply helping out in her parents’ business,
she was actively involved in running the business throughout
1998. For exanple, she had check witing privileges on the
Erdman Rent al s checki ng account which she exercised extensively.
The record includes copies of nyriad checks witten by
petitioner, drawn against Erdman Rental s, and payable to
petitioner. The nmeno |ines of these checks do not indicate the
pur pose of each paynent. Petitioner clainms that all paynments to
her were either gifts or expense reinbursenents. Petitioner
i ntroduced a docunent titled “Erdman Rental s Contract |abor pay
for Dawn Lea Bl ack 1998” that |ists checks fromErdman Rentals to

petitioner in 1998, totaling $38,716.64, but it does not identify

> There is no indication that petitioner ever caused the
conpany to issue a corrected Form 1099-MSC. W find this
noteworthy in light of petitioner’s position as manager of Erdman
Rent al s.
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t he purpose of any of the checks or indicate which of the
paynments were gifts or which were expense rei nbursenents.

The record includes the Schedul es K-1, Partner’s Share of
| ncone, Credits, Deductions, etc., for Erdman Rentals. These
docunents support petitioner’s contention that she paid certain
expenses for Erdman Rentals and was reinbursed for many of those
expenditures; i.e., conparable anbunts contributed by her and
distributed to her.® However, these docunents are not consistent
wWith petitioner’s assertion that her parents nmade gifts to her
via the conpany; excluding her apparent expense rei nbursenents,
the total amount Erdman Rentals distributed to all its nenbers is
far |l ess than the $20,000 petitioner clains she received as a
gift.

Petitioner failed to nmaintain adequate books and records.
The vol um nous docunents she introduced at trial were
i nadequately organi zed and fail to reconstruct the transactions
bet ween petitioner and Erdman Rentals to prove that respondent’s
determ nations are erroneous. Petitioner has failed to prove
that any of the paynents from Erdman Rentals was a gift from her

parents. She has also not proven that her expense rei nbursenents

6 The record includes nunerous copi es of checks witten by
petitioner, drawn against a bank account in her nanme, and
purportedly used for Erdman Rental s’ expenses. The sum of these
checks is |l ess than the anpbunt respondent allowed as expense
rei nbursenent, see supra note 2, and also |ess than the anount
Erdman Rentals reported as distributed to petitioner in 1998.
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were greater than respondent allowed. Considering respondent’s
concession, respondent’s determ nation as to unreported incone is
sust ai ned.

2. Busi ness Expenses

Odinarily, a taxpayer is permtted to deduct ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on a trade or business. Sec. 162(a). An ordinary and
necessary expense is one that is appropriate and hel pful to the
t axpayer’s business and that results froman activity that is

comon and accepted practice. Boser v. Comm ssioner, 77 T.C

1124, 1132 (1981), affd. w thout published opinion (9th Gr.
Dec. 22, 1983). A taxpayer is required to maintain records
sufficient to establish the anbunt of her deductions. Sec. 6001;
sec. 1.6001-1(a), Incone Tax Regs.

Section 162(a)(2) allows deductions for “traveling expenses
(i ncludi ng amobunts expended for neals and lodging * * *) while
away fromhone in the pursuit of a trade or business”. However,
for trips undertaken for other than business purposes, “the
travel fares and expenses incident to travel are personal
expenses and the neals and | odging are living expenses.” Sec.
1.162-2(a), Incone Tax Regs. A taxpayer may not deduct personal,
famly, or living expenses. Sec. 262(a).

Section 274(d)(1) generally disallow any deduction under

section 162 for, anmong other things, “any traveling expense
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(i ncluding neals and | odgi ng while away from honme)”, unl ess the
t axpayer conplies wth stringent substantiation requirenents as
to the anount, tine and place, and busi ness purpose of the
expense. ’

A. Travel i ng Expenses

In 1998 petitioner and her coauthor were witing a book
about a Russian woman, Ms. Shelikhova, who lived in the 18th
century. Ms. Shelikhova took over her husband’ s tradi ng conpany
in Al aska when he died in 1795 and eventually ran the Russi an-
Aneri can Conpany (established by the Russian Governnent to
continue exploiting Al askan resources). Petitioner referred to
M's. Shelikhova as the first woman governor of Al aska.

Petitioner asserts that she has a history of paid witing
assignnments, including witing for the Kodi ak Fi sher man
Newspaper. Respondent does not challenge petitioner’s reporting
that her witing activity constituted a trade or business in
1998. Petitioner did not maintain formal records or books of

account for her witing activity, though she did retain and

" Sec. 274 supersedes the doctrine in Cohan v. Conm ssioner,
39 F.2d 540, 543-544 (2d Cr. 1930), which otherw se would permt
the Court to estimate a taxpayer’'s expenditures, given a
reasonabl e evidentiary basis. See sec. 1.274-5T(a), Tenporary
| ncone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985); see also
Vani cek v. Comm ssioner, 85 T.C 731, 743 (1985). Thus, strict
substantiation is required for travel expenditures, including
transportation, |odging, and neal expenses.
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i ntroduce nunerous receipts and credit card statenents in an
attenpt to docunent business expenses for her witing activity.

Petitioner worked with Al exander Petrov, Ph.D. (Dr. Petrov),
a nenber of the Russian Acadeny of Sciences, as her coauthor. In
1998 petitioner traveled to Corvallis, Oegon, to nmeet with Dr.
Petrov and nmake a presentation about the book to the Humanities
Institute at the University of Oregon. (At that time Dr. Petrov
was a visiting professor at the University of Oregon.) She also
brought Dr. Petrov to Al aska, assertedly for research and further
col | aboration on the book. Finally, petitioner flewto Paris and
traveled by train to Berlin, where she net wwth Dr. Petrov while
he was working in Germany. She asserts that the purpose of her
trip to Europe was to work with Dr. Petrov on translating
docunents related to their book. In an e-mail to Dr. Petrov,
however, petitioner wote that she was | ooking forward to her
vacation in Germany and to getting together with Dr. Petrov in
regard to the book project.

Petitioner incurred transportation, |odging, and neal
expenses for her trip to Oregon, Dr. Petrov's trip to Al aska, and
petitioner’s trip to Europe. She did not maintain a
cont enpor aneous | og chronicling these travel expenses.
Petitioner’s travel summary explains that the business purpose of

one trip she took to Anchorage with her father was “to acconpany
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himto cataract surgery so his eyesight for our business would
i nprove.”?®

Petitioner clained $1,498 for travel expenses and $502 for
neal s and entertai nment expenses (50 percent of $1,004 reported
as expended on neals, see sec. 274(n)(1)(A)) on her 1998 Schedul e
C. At trial she clained $1,542.54 in expenses for her trip to
Oregon and $2,374.03 for her trip to Europe. Respondent allowed
deductions for sonme of the expenses of her trip to Oregon but
di sall owed all of the deductions clainmed for Dr. Petrov's trip to
Al aska and for petitioner’s trip to Europe.

Respondent’ s exam ni ng agent appears to have overl ooked
$12.50 petitioner paid for fuel for the car she rented during her
Oregon trip (which rental expenses respondent otherw se all owed).
Petitioner is entitled to an additional deduction of $12.50 for
her trip to Oregon. Petitioner has not proven that she is
entitled to any further expenses for this trip.

Petitioner testified that she brought Dr. Petrov to Al aska.
The record does not clearly reflect the dates of this trip, the

expenses she incurred for this travel, or the primary purpose of

81t is not clear whether petitioner clained deductions for
expenses for any trip to Anchorage wth her father on her Federal
income tax return for 1998. W note, however, that it is clear
that the purpose of such a trip was personal and that any rel ated
travel expenses are not deductible. See Fred W Anend Co. V.
Comm ssioner, 55 T.C 320, 325-326 (1970), affd. 454 F.2d 399
(7th Gr. 1971).
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this trip.°® Petitioner has not net the strict substantiation
requi renents of section 274(d) with respect to this travel, and
we conclude that she is not entitled to any deduction for this
travel

Finally, petitioner traveled to Europe in Decenber 1998,
flying to Paris, where she stayed for 2 days before taking a
train to Berlin to neet Dr. Petrov. During at |east sone of the
5 days spent in Berlin, petitioner and Dr. Petrov worked on the
book. Petitioner and Dr. Petrov then traveled to Paris, where
petitioner stayed for 3 additional days before returning to the
United States. Petitioner’s travel expenses for this trip are
deductible only if the trip is related primarily to her business.
See sec. 1.162-2(b)(1), Incone Tax Regs. Petitioner referred to
this trip as her “vacation”. Further, the record is unclear as
to how much time she spent working on the book (of the 5 days in
Berlin or the 3 days petitioner and Dr. Petrov shared in Paris).
We concl ude that petitioner has not proven that the trip was
primarily business and not personal. Thus, her travel expenses
are not deducti bl e.

Nevert hel ess, expenses incurred while at a m xed busi ness
and pl easure destination which are properly allocable to a

t axpayer’s business are deducti bl e even though the traveling

® No sunmary of Dr. Petrov’'s trip to Al aska appears in the
record, and receipts for such trip are not readily identifiable.
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expenses to and fromthe destination are not deductible. Sec.
1.162-2(b) (1), Income Tax Regs. The taxpayer nust still satisfy
the requirenents of section 274(d) and identify the anmount, tine
and place, and the business purpose of the expenses. Petitioner
paid for nmeals for herself and Dr. Petrov, and she referred to
t hese neal s as business neetings. Petitioner’s receipts and
summary identify the anobunts, dates, and |ocations of the clained
meal expenses, but the only evidence of a business purpose is her
vague and general testinony that she and Dr. Petrov worked on the
book in both cities. W are not convinced of the business
pur pose of these neals or that petitioner and Dr. Petrov worked
on the book during the neals. Petitioner has not proven that her
trip to Europe or her neals with Dr. Petrov were ordinary and
necessary expenses, and we conclude that she may not deduct those
expenses.

Wth the exception of the additional allowance for the
Oregon trip discussed above, respondent’s determnation as to

petitioner’s travel expenses is sustained.

10 We note that the record does not clearly indicate
preci sely which travel and neal expenses petitioner included in
the $2,000 of travel, nmeals, and entertai nment expenses reported
on her 1998 Schedule C. At trial petitioner sunmarized roughly
$3,900 in expenses for her trips to Oregon and Europe, which
clearly exceeds the anobunts she originally clainmed. She did not,
however, argue that her return as filed clainmed | ess than her
actual business travel expenses.
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B. Legal and Prof essi onal Expenses

At trial petitioner explained that the business expenses she
clainmed as | egal and professional services on Schedule C were
predom nantly her costs for purchasing original artwork, with a
smal | anount representing expenditures for naking copies for Dr.
Petrov and comrunicating with himby tel ephone and Internet.!!

Petitioner purchased original artwork at a local gallery in
Kodi ak, Al aska, in 1998. Petitioner asserts that she sel ected
artwork related to places where Ms. Shelikhova lived in Al aska
(i ncluding petitioner’s hometown), to aninmals indigenous to
Al aska, and to Russia in general. Petitioner intended to
phot ogr aph those pieces of art and to use sonme of the photographs
in the book. 12

Petitioner did not provide any evidence that she obtained
Iicenses fromcopyright holders in order to use any of this
artwork in her book or that she inquired into obtaining such
licenses. Merely buying original artwork, w thout obtaining an

explicit license to use the images, does not confer on a

11 Petitioner did not explain why she reported art,
communi cati on, and phot ocopyi ng expenses as | egal and
pr of essi onal services.

12 Al t hough petitioner bought nostly paintings, she al so
pai d over $1,100 to purchase a set of Russian nesting dolls,
whi ch she asserted “depict Russian singers of fol ktales, and show
a great deal about Russian thought, and |ife and whatnot.” She
testified that she intended to photograph the dolls and publish
the images in her book because they are “a very nice work of
art”.
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purchaser any legal right to copy or use inmages of that artwork.

Mrage Editions, Inc. v. Al buguerque AR T. Co., 856 F.2d 1341,

1343 (9th G r. 1988); see also the 1976 Copyright Act, 17 U S. C
sec. 106 (2000) (granting copyright holders the exclusive rights
to reproduce their works and to prepare derivative works).

We are not convinced that this artwork was principally
purchased for the book, and it does not appear that petitioner
obt ai ned perm ssion to photograph the art she purchased and to
use the images in her book. W find that the clai med expenses
are not ordinary or necessary and conclude that petitioner may
not deduct those expenditures.?®®

Petitioner also claimed as | egal and professional expenses
her costs for comunicating wwth Dr. Petrov and for making copies
for him She introduced scant evidence of her telecomunication
expenses, which are governed by the strict substantiation
requi renents of section 274(d), and even | ess evidence that such

expenses were business and not personal. Wile the record

13 Wthout licenses to copy the pieces and use the copies
in her book, the art purchase expenses are not ordinary business
expenses because they are not hel pful or appropriate to
petitioner’s business. See Conm ssioner v. Tellier, 383 U S.
687, 689 (1966). Buying such itenms w thout at |east
i nvestigating whether they could awfully be used as petitioner
intended is not a reasonable, comon, or accepted business
practice. See Boser v. Comm ssioner, 77 T.C 1124, 1132-1133
(1981), affd. wi thout published opinion (9th Gr., Dec. 22,
1983) .
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i ncl udes sone apparent copyi ng expenses, the connection between
petitioner’s witing activity and such expenditures is not clear.
Petitioner is not entitled to deduct her expenditures for
artwork, telecomunications, or copying. Respondent’s
determ nation as to | egal and professional expenses is sustained.

3. Addition to Tax and Penalty

By virtue of section 7491(c), the Conmm ssioner has the
burden of production with respect to the accuracy-rel ated
penalty. To neet this burden, he nust produce sufficient
evidence indicating that it is appropriate to i npose the penalty.

See Hi gbee v. Conm ssioner, 116 T.C 438, 446 (2001). Once the

Comm ssioner nmeets this burden of production, a taxpayer mnust
cone forward with persuasive evidence that the Conm ssioner’s
determ nation is incorrect. Rule 142(a); see H gbee v.

Conm ssi oner, supra. As a defense to the penalty, the taxpayer

bears the burden of proving that she acted with reasonabl e cause
and in good faith. See sec. 6664(c)(1l); see also Hi gbee v.

Commi ssi oner, supra at 446-447; sec. 1.6664-4(b)(1), |Incone Tax

Regs.

Petitioner filed a self-prepared Federal incone tax return
for tax year 1998 on Cctober 23, 2000. Petitioner explained that
she filed “after the accountants were done filing everything, but

yeah, | was late filing. That | will admt.”
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Respondent determ ned an addition to tax under section
6651(a) (1) because petitioner failed to file her 1998 Federal
income tax return on tine. Petitioner stated in her petition
that “My | ateness was not due to negligence.” She did not,
however, assert that her late filing was due to reasonabl e cause
and not due to willful neglect. See sec. 6651(a)(1).
Respondent’ s determ nation is sustained, and petitioner is |liable
for the section 6651(a)(1) addition to tax.

Respondent al so determ ned an accuracy-rel ated penalty under
section 6662(a). Inter alia, section 6662 provides that a
penalty shall apply to any substantial understatenent of incone
tax, which is defined as an understatenment exceeding the greater
of 10 percent of the tax required to be shown on the return or
$5,000. Sec. 6662(b)(2), (d)(1). The tax required to be shown
on petitioner’s return is over $14,000. Petitioner reported $0.
Her understatement is over $14,000, which is greater than $5, 000
and greater than 10 percent of $14,000. Petitioner has not
denonstrated that she had reasonabl e cause for her understatenent
or that she acted in good faith. See sec. 6664(c). Thus,
petitioner is liable for the section 6662(a) accuracy-related
penalty for a substantial understatenent.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




