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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent issued a Notice of Final

Part nershi p Adm nistrative Adjustnent (FPAA) for 2000 pursuant to
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section 6223 to the Tax Matters Partner (TMP) of In Touch
Properties, LLC (In Touch), alimted liability conpany
classified as a partnership for Federal incone tax purposes.? In
t he FPAA, respondent disall owed deductions claimed by In Touch
for professional fees, nmarketing expenses, consulting fees, and
anortized startup expenditures; determ ned that the nenbers’ at-
ri sk amount under section 465 nust be reduced by $176, 818;
determ ned that the total capital contributed to In Touch as of
Decenber 31, 2000, was $50,000; and determined that a

conput ational adjustnent to net earnings (loss) fromself-

enpl oynent nust be nade. A petition for a readjustnent of
partnership itens was filed on behalf of In Touch. Because the
petition did not identify a TMP or reflect that it was filed by
the TMP, we ordered In Touch to identify its TMP. On June 13,
2005, we received and filed a Notice of ldentification of Tax

Matters Partner, which identified David England as the TMP. W

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable year in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

2 Al t hough In Touch had fewer than 10 nenbers during 2000,
it did not neet the definition of a small partnership under sec.
6231(a) (1) (B) because one of its nmenbers was a passthrough
entity. See sec. 6231(a)(1)(B)(i); sec. 301.6231(a)(1l)-1(a)(2),
Proced. & Adm n. Regs. Consequently, In Touch is an entity
subject to the partnership audit and litigation procedures of
secs. 6221-6231.
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shall refer to M. England in his capacity as In Touch’s TWMP as
petitioner.

The parties tried and briefed the foll ow ng issues:

(1) Whether consulting fees, marketing expenses,
prof essional fees, and startup expenditures clainmed by In Touch
on its 2000 return were properly accrued in 2000 and/ or
adequat el y substanti at ed;

(2) whether prom ssory notes contributed to In Touch by
its menbers are properly included in calculating the nenbers’
bases in In Touch; and

(3) whether prom ssory notes contributed to In Touch by its
menbers are properly included in calculating each nmenber’s at-
ri sk anmount under section 465(a).

For reasons explained, infra, we decide only issue (1) in
t hi s opi ni on.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of the parties are incorporated herein by this
ref erence.
Backgr ound

In Touch is an Cklahoma limted liability conpany (LLC) that

was organi zed and forned by LIoyd Gl bert, Mark Hanna, and David
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Engl and on January 6, 2000.%® |In Touch’s stated business
objective is to create, protect, and devel op the val ue of

I icensing agreenents associated with the “ALPHA Critters”. The
ALPHA Critters are cartoon characters of each letter of the

al phabet designed to provide parents and educators a uni que and
entertaining alternative to the traditional nethods of teaching
children howto read. In Touch conmmenced the active conduct of
its business on June 1, 2000. At all relevant tines, In Touch
used the accrual nethod of accounting for Federal incone tax
pur poses.

In Touch tinely filed its 2000 Form 1065, U.S. Return of
Partnership I nconme, in Cctober 2001, pursuant to two extensions
of time to file. Onits return, In Touch cl ai med deductions
totaling $277,560, including $160,000 for consulting fees,
$22,990 for nmarketing expenses, $59,615 for professional fees,

and a $15, 711 anortizati on deduction.* In Touch’s 2000 Form 1065

% 1ts principal place of business was in Tulsa, Ckla., when
the petition in this case was fil ed.

“ In Touch el ected, under sec. 195(b), to anortize startup
expenditures totaling $134,664 for a period of 60 nonths
begi nning in June 2000. The startup expenditures that In Touch
claimed on its 2000 partnership return consisted of marketing
expenses of $17,423, rent of $15,000, printing costs of $111
bank charges of $20, nmeals and entertai nnent of $277, and
consulting fees of $101, 833.
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showed a net | oss of $276, 560,° which was allocated to its

menbers as fol |l ows:

Part ner Share of 1oss

LI oyd G | bert $30, 000
Davi d Engl and 121, 560
Mar k Hanna - 0-
Ji m Coat es 25, 000
Abr aham Joseph 50, 000
Reebud Resources 50, 000

Tot al 276, 560

Di sput ed Adj ustnents

On July 24, 2002, respondent commenced an exam nation of In
Touch’s 2000 partnership return by mailing both an appoi nt nent
letter and an Information Docunent Request (IDR) to petitioner.
On Septenber 9, 2002, respondent issued a second IDR to
petitioner. Anong other things, the IDRs requested docunentation
to substantiate the consulting fees, marketing expenses,
prof essional fees, and startup expenditures clainmed on In Touch’s
2000 return.

Wth respect to the consulting fees, respondent requested
i nvoi ces and ot her docunentation substantiating paynent dates and
detailing the services provided to In Touch. 1In response, In
Touch produced Letters of Understanding (Letters) dated Novenber

10, 2000, with respect to Beverly Stool, Jeff G ddings, and Gene

°> In Touch reported total inconme of $1,000 and total
deductions of $277,560 on its 2000 partnership return.
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Longcrier (the consultants). The Letters were not signed by the
consultants.® The Letters purported to sunmarize the terns of a
consul ti ng/ enpl oynent arrangenent with In Touch, including the
anmount of conpensation and benefits to be paid to the
consultants. Each Letter contained the follow ng statenent:
“Paynents will be deferred until adequate funding can be
obtained.”” In Touch provided no other documents to respondent
to substantiate the consulting fees clainmed as ordinary and
necessary busi ness expenses and/or as startup expenditures.

Wth respect to marketing expenses, respondent requested
recei pts and invoices, the business purpose of these expenses,
and proof of paynment. The only docunentation produced by
In Touch in response to this request was a typed |list of expenses
Wi t hout any acconpanyi ng recei pts or invoices.

Wth respect to professional fees, respondent requested
detailed invoices for professional services rendered, the dates
of service, and cancel ed checks or receipts to prove paynent. In
Touch submtted typed sumrari es of the professional fees that

failed to list the date and type of services provided.

5 The record contains no evidence that the Letters were ever
delivered to the consultants.

" As of the trial date, In Touch had not paid the consulting
fees it accrued as deducti bl e expenses and/or startup
expendi t ur es.
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On March 7, 2005, respondent sent petitioner an FPAA
determ ning adjustnents to the above expenses. |n the FPAA,
respondent determ ned that In Touch had overstated its deductions
for consulting fees, marketing expenses, professional fees, and
anortization.® Respondent also deternined that the at-risk
anmounts of In Touch’s nenbers nust be reduced and that the
capital contributed by In Touch’s nenbers as of Decenber 31,
2000, was $50, 000.

Tax Court Litigation

On May 27, 2005, petitioner filed his petition for
readj ustment of partnership itens. A trial was held in Ckl ahoma
Cty, lahoma, on March 9, 2006.

Petitioner, who was a nenber of In Touch during 2000, was
the only witness who testified at trial on In Touch’s behal f.
Petitioner, over respondent’s objection, attenpted to introduce
copi es of seven prom ssory notes, each dated Decenmber 31, 2000.°

The prom ssory notes were as foll ows:

8 Respondent allowed In Touch’s startup costs of $11, 408,
consi sting of meals and entertai nment of $277, bank charges of
$20, printing costs of $111, and rent of $11,000. Respondent
reconputed In Touch’s all owabl e anortizati on expense deduction
for 2000 ($11,408 x 7/60 = $1, 331).

° Petitioner also introduced a prom ssory note (Exh. 17-P)
that he had executed in favor of In Touch. Respondent did not
object to this exhibit.



Exhi bi t No. ol i gor ol i gee Anmount
12-P I n Touch Beverly St ool $80, 000
13-P I n Touch Jeff @G ddings 60, 000
14-P I n Touch CGene Longcri er 48, 000
15-P I n Touch Curzon, Cunbey 33, 615
16-P I n Touch Eugene de Verges 15, 000
18-P Ll oyd G I bert I n Touch 30, 000
19-P Janes Coates I n Touch 25, 000

Al though we initially deferred ruling on the admssibility
of the prom ssory notes, respondent’s counsel withdrew his
objection to Exhibits 12-P, 13-P, and 14-P after he introduced
the original promssory notes as Exhibits 22-R 21-R and 20-R,
respectively. In his posttrial brief, respondent conceded that,
under Federal Rule of Evidence 901(a), petitioner properly
aut henticated the remai ni ng prom ssory notes containing the
signatures of Janes Coates and Lloyd Gl bert. Consequently, we
admt Exhibits 15-P, 16-P, 18-P, and 19-P.

Petitioner introduced three of the prom ssory notes,
Exhibits 12-P, 13-P, and 14-P, to substantiate the consulting
fees deducted and anortized as startup costs on In Touch’s 2000
return and in support of his contention that the fees in question
were properly accrued in 2000. However, petitioner never
delivered the prom ssory notes to the consultants and did not
i ntroduce any evidence to describe the dates, nature, and anounts
of the services allegedly provided by the three consultants who

were the obligees of the notes.
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Petitioner introduced two prom ssory notes, Exhibits 15-P
and 16-P, to substantiate the professional fees deducted on In
Touch’s 2000 return and in support of his contention that the
fees in question were properly accrued and deducted in 2000.
However, petitioner did not introduce any evidence to describe
the dates, nature, and anmount of the services allegedly provided
by the obligees of the prom ssory notes.

Petitioner introduced three prom ssory notes, Exhibits 17-P,
18-P, and 19-P, to substantiate all eged additional capital
contributions and at-risk anmounts by three of In Touch’s nenbers:
petitioner, Lloyd Glbert, and James Coates. The total principa
anmount of the three notes coincides precisely with the three
menbers’ distributive shares of the net |loss clained by In Touch
on its 2000 return. Petitioner testified that he executed his
note on Decenber 31, 2000, as a guaranty of In Touch’s
obligations to the consultants and professionals to whom I n Touch
all egedly owed paynent as of Decenber 31, 2000. However,
petitioner did not introduce any evidence regardi ng the purpose
of the Glbert and Coates prom ssory notes.

OPI NI ON

Burden of Proof

The Comm ssioner’s determ nations are generally presuned to

be correct, and the taxpayer nust prove by a preponderance of
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evi dence that those determ nati ons are erroneous. Rul e

142(a)(1); Welch v. Helvering, 290 U.S. 111, 115 (1933).

However, a taxpayer can shift the burden of proof to the
Comm ssi oner under section 7491(a) if the taxpayer satisfies the
requi rements of section 7491(a)(2).1°

Because the record does not support a finding that In Touch
or its TMP nmaintained required records and substantiated the
itens clainmed on its 2000 return, we conclude that petitioner did
not satisfy the requirenents of section 7491(a). Therefore, the
burden of proof remains with petitioner on all issues.

1. Accrual of Consulting Fees

Section 461(a) states that a deduction nust be taken in the
proper taxable year under the taxpayer’s nethod of accounting.
Accrual nmethod taxpayers generally becone entitled to a deduction
when all the events have occurred to establish the fact of the
ltability and the anmount of such liability can be determned with
reasonabl e accuracy. Sec. 461(h)(4); sec. 1.461-1(a)(2), Incone

Tax Regs. To be properly accruable under the “all events test”,

10 Under sec. 7491(a)(2), a taxpayer nust prove: (1) The
t axpayer has conplied with the Code’s substantiation
requi renents; (2) the taxpayer has maintained all required
records; and (3) the taxpayer has cooperated with reasonabl e
requests by the Comm ssioner for w tnesses, information,
docunents, neetings, and interviews.
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(1) aliability nust be binding and enforceable, (2) the
l[Tability nmust not be contingent on a future event, (3) the
liability nust be certain as to anmount, and (4) the debtor nust
have a reasonable belief that the liability will be paid. United

Control Corp. v. Conmm ssioner, 38 T.C. 957, 967 (1962). 1In

addition, section 461(h)(1) provides that in determ ning whether
an anmount has been incurred with respect to any itemduring a
taxabl e year, “the all events test shall not be treated as net
any earlier than when econom c performance with respect to such

itemoccurs.” See also Restore, Inc. v. Conmm ssioner, T.C. Meno.

1997-571 n.5, affd. w thout published opinion 174 F.3d 203 (11th
Gr. 1999).

Respondent argues that the consulting fees deducted by In
Touch as busi ness expenses and/or included as startup
expenditures in calculating its anortization deducti on were not
properly accruabl e because a contingency existed as to their

paynment. In Putoma Corp. v. Conm ssioner, 66 T.C 652, 659-663

(1976), affd. 601 F.2d 734 (5th Gr. 1979), a corporation’s
obligation to pay conpensation to its sharehol der-enpl oyees was
not properly accruabl e because paynent of the sal aries depended
upon the future profits of the conpany. The obligation to pay
sal aries was not fixed since paynent was contingent on the

availability of funds. [d. at 663.



-12-

Petitioner acknow edges that the Letters defer paynent until
adequat e fundi ng can be obtained. Petitioner argues, however,
that the Letters represent only outlines of enploynent contracts
that In Touch m ght execute in the future and do not represent a
conplete statenent of the rights and obligations between the
consultants and In Touch. Moreover, petitioner contends that the
Letters do not refer to any consulting work performed before the
finalization of an enpl oynent agreenent and that no contingency
or deferral exists as to liabilities due for past services.
Petitioner argues that the consultants invoiced In Touch for the
services they rendered, and In Touch responded by issuing
prom ssory notes as paynent. These notes, petitioner believes,
clearly reflect that the anmounts clainmed are fixed and
i mredi atel y payabl e.

Petitioner’s argunents are not supported by the record. In
Touch did not have the necessary funds to pay the consultants.
According to the only consultant who testified at trial, a
representative of In Touch told himthat he would be paid once In
Touch was financially capable of doing so. In reliance on this
statenent, the consultant did not send any invoices to In Touch
for the service he rendered. The consultant also testified that

he did not receive the executed original of In Touch’s prom ssory
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note, which allegedly was executed to guarantee paynent of the
consultant’s fees.

The record supports an inference that none of the prom ssory
notes all egedly executed on behalf of In Touch in favor of the
consultants was ever delivered to the consultants. Petitioner
produced the original prom ssory notes in response to a subpoena
duces tecumissued by respondent before trial. It is reasonable
to conclude fromthe fact that petitioner had the original
prom ssory notes in his possession that the original promssory
notes al l egedly executed for the benefit of the consultants were
never delivered to the consultants. Under Okl ahoma State | aw,
delivery is an essential elenent to conplete the | egal transfer
of a negotiable instrunent such as a prom ssory note. Harber v.
Lincoln, 51 P.2d 967, 969 (Gkla. 1935).! Because petitioner
failed to prove that In Touch delivered the prom ssory notes to

their intended recipients, petitioner has failed to prove that

11 Both execution and delivery are prerequisites to the
validity of a note. Luker v. Kells, 411 P.2d 511, 515 (&l a.
1966). Under Okl ahoma | aw, the issuance of an instrunment is
defined as “the first delivery of an instrunent by the maker or
drawer, whether to a holder or nonhol der, for the purpose of

giving rights on the instrunent to any person.” GCkla. Stat. Ann
tit. 12A, sec. 3-105(a) (West 1998). Delivery is deened to occur
upon a “voluntary transfer of possession.” Ckla. Stat. Ann. tit.

12A, sec. 1-201(14) (West 2004).
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the prom ssory notes were valid negotiable instrunents under
State | aw

Finally, petitioner failed to produce credible evidence to
prove the nature and extent of the consulting services provided
to In Touch during 2000 or to prove that the econon c performance
requi renment of section 461(h)(1) was satisfied with respect to
the consulting fees clainmed by In Touch on its 2000 return.
Consequently, we hold that petitioner failed to denonstrate that
respondent’ s di sall owance of In Touch’s clainmed consulting fees
was erroneous, and we sustain respondent’s determ nation.

[11. Substantiation of Expenses

Deductions are a matter of |egislative grace, and the
t axpayer nust clearly denonstrate entitlenent to any deductions

claimed. [NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992).

A taxpayer is obligated to keep records sufficient to allow the
Comm ssioner to establish the correct anmount of the taxpayer’s
deductions. Sec. 6001; sec. 1.6001-1(a), Inconme Tax Regs. A

t axpayer must produce those records upon request for inspection
by authorized internal revenue officers or enployees. Sec.
7602(a); sec. 1.6001-1(e), Incone Tax Regs. |If upon exam nation
t he Comm ssi oner disallows a business expense deduction, the

t axpayer bears the burden of introducing evidence to substantiate

the clai ned deduction. Rule 142(a); see also Wlson v.
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Conmi ssioner, T.C. Meno. 2001-301; Joseph v. Conm ssioner, T.C

Meno. 1997-447. |f the taxpayer clains a deduction but cannot
fully substantiate it, we nay estimate the all owabl e amount if
there is sufficient evidence in the record to provide a basis for

the estimate. Cohan v. Conm ssioner, 39 F.2d 540, 543-544 (2d

Cir. 1930); see also Vanicek v. Conm ssioner, 85 T.C. 731, 742-

743 (1985).

Petitioner failed to substantiate the busi ness expenses and
startup expenditures disallowed by respondent. At trial,
petitioner introduced only a brief sunmary of expenses and two
prom ssory notes purportedly issued as paynent for professional
services. None of those docunents established the dates,
description, or business purpose of the expenses. The evidence
of fered was conpletely inadequate to substantiate petitioner’s
cl ai mred expenses as required by section 6001 and rel ated
regul ati ons.

The conpl ete absence of credible evidence in the record al so
precludes us fromestimating petitioner’s expenses under Cohan.
Petitioner did not offer testinony or docunents to describe the
nature and anmount of the startup expenditures and business
expenses that In Touch allegedly incurred during 2000, nor did

petitioner offer the Court any credible explanation for In
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Touch’s failure to produce invoices, receipts, checks, or other
busi ness records during the audit or at trial.
We sustain respondent’s determ nations disall ow ng
petitioner’s deductions for professional fees, marketing
expenses, and anorti zation.

| V. O her | ssues

Petitioner raised, and the parties briefed, two additional
issues: (1) Wiether In Touch’s nenbers had sufficient bases to
deduct their distributive share of In Touch’s 2000 net |oss and
(2) whether property in the formof prom ssory notes contri buted
to In Touch was “at risk” under section 465(a). Neither party
di sputed that these issues involved partnership itens that we
could properly decide in this partnership-Ievel proceeding.

We decline to decide the remaining issues identified in this
opi nion for several reasons. The first is that respondent
determ ned in the FPAA that the bases of In Touch’s nenbers and
their at-risk ambunts as of Decenber 31, 2000, were limted to
$50, 000, the ampunt of capital contributed as of Decenber 31,
2000. Because we have sustained respondent’s determ nation
di sall ow ng the vast majority of In Touch’s deductions for 2000,
it no longer appears to be necessary for us to deci de whether the
menbers had sufficient bases or at-risk amunts to claimtheir

distributive shares of In Touch’s adjusted net |oss.
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We al so question whether determ nations regarding the
menbers’ bases and at-risk anmounts satisfy the definition of
partnership item |If they are not partnership itenms, we nmay not
deci de issues involving themin a partnership-Ievel proceeding.
Section 6221 provides that, except as otherw se provided in
subchapter C dealing with the tax treatnent of partnership itens,
the tax treatnment of any partnership itemnust be determ ned at
the partnership level. Section 6226(a) authorizes a tax matters
partner to file a petition for readjustnent of partnership itens
within 90 days after the date on which an FPAA is mailed to the
tax matters partner. A partnership-level proceeding filed
pursuant to section 6226(a) permts a court to consider and
resolve partnership itens and the proper allocation of such itens
anong the partners. Sec. 301.6226(f)-1T, Tenporary Proced. &
Adm n. Regs., 52 Fed. Reg. 6788 (Mar. 5, 1987).

Section 6231(a)(3) defines a “partnership iteni as:

any itemrequired to be taken into account for the

partnership’ s taxabl e year under any provision of

subtitle A to the extent regul ations prescribed by the

Secretary provide that, for purposes of this subtitle,

such itemis nore appropriately determ ned at the

partnership level than at the partner |evel.

In section 301.6231(a)(3)-1, Proced. & Adm n. Regs., the

Commi ssi oner has provided guidance that anplifies the definition

of partnership itemcontained in section 6231(a)(3). However,
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section 301.6231(a)(3)-1, Proced. & Adm n. Regs., does not
clearly answer the question of whether determ nations regarding
contributions to a partnership’s capital and the effect of those
contributions on the partner’s basis and at-risk anmounts are
partnership itenms. See the discussion of section 301.6231(a)(3)-

1, Proced. & Adm n. Regs., in Hanbrose Leasing 1984-5 Ltd. Pship.

v. Comm ssioner, 99 T.C 298, 306-312 (1992).

I n Hanbrose Leasing, we interpreted section 301.6231(a)(3)-

1, Proced. & Admin. Regs., in the context of determ ning whether
i ndi vi dual partners were at risk under section 465(b)(4). After
carefully considering the provisions of section 301.6231(a)(3)-1,
Proced. & Adm n. Regs., and the argunents of the parties therein,
we stated the follow ng:

We concl ude, based on the circunstances of this
case, that the determ nation of anmounts at risk with
respect to partnership liabilities personally assuned
by individual partners is not a partnership item but
is an affected item which can be dealt with only in a
proceedi ng involving the partners and not in this
partnership | evel proceeding. Sec. 6226(f); N.C F.
Energy Partners v. Conm ssioner, 89 T.C. 741, 743
(1987). W base this conclusion on the definition of
“partnership itenf in section 6231 (“required to be
taken into account for the partnership’ s taxable
year”), our interpretation of the pertinent
regulations, in light of the statute (an approach which
makes it unnecessary for us to rule on petitioners’
contention that the regulations are invalid), and the
application of the statute and regulations in the
deci ded cases. In short, the application of section
465 as such is not an issue appropriate for a
determnation in a partnership | evel proceeding. See
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Dal USA, Inc. v. Comm ssioner, 95 T.C. at 5 n.5. [ld.
at 312; fn. ref. omtted.]

We have al so considered a simlar issue with respect to
contributions of property to a passthrough entity and the effect

of the contributions on the basis of individual menbers. In D al

USA, Inc. v. Comm ssioner, 95 T.C. 1 (1990), we considered

whet her a menber’s basis in an S corporation is a “subchapter S

itenf within the neaning of fornmer section 6245.'2 W

acknow edged that the partnership audit and litigation provisions

contained in sections 6221-6231 “were, in effect, grafted onto

the subchapter S audit and litigation provisions” by forner

section 6244, id. at 3, and we held that a menber’s basis in the

passt hrough entity was not an item “required” to be taken into

account by the entity for the entity' s taxable year, 1d. at 5-6.
We conclude that it is not necessary or appropriate to

deci de the basis and at-risk issues.

To reflect the foregoing,

An appropriate decision will

be entered.

2The subch. S audit and litigation provisions were repeal ed
by the Small Business Job Protection Act of 1996, Pub. L. 104-
188, sec. 1307(c)(1), 110 Stat. 1781, applicable to tax years
begi nning after Dec. 31, 1996.



