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Paul Brown was the chief operating officer of the C ncinnati
Bengal s from 1967 to 1991. 1In 1983, he sold 117 of his 118
shares of Bengals stock to John Sawyer, who owned 213 shares of
Bengal s stock. In exchange, Sawyer gave a $3.51 mllion note to
Brown and sold an option to Brown's sons to buy up to 329 shares
of Bengal s stock; i.e., the 117 shares Brown sold to Sawer and
212 of Sawyer's shares. The option could be exercised from 1993
to 1996. Paul Brown died in 1991. H's sons exercised the option
in 1993 for 329 shares of stock. On Paul Brown's Federal estate
tax return, petitioner reported that Brown owned one share of
Bengal s stock when he died. Respondent determ ned that his
estate includes 329 shares of Bengals stock. Respondent now
contends that Paul Brown's estate includes 312 shares of Bengal s
stock.?!

The issue for decision is whether Paul Brown's estate
i ncludes 312 shares of Bengal s stock, as respondent contends, or
one share, as petitioner contends. W hold that decedent's
estate includes one share of Bengal s stock.

Section references are to the Internal Revenue Code of 1986.
Rul e references are to the Tax Court Rules of Practice and

Pr ocedur e.

1 W explain respondent's contention that Brown's estate
i ncludes 312 shares of Bengals stock at p. 33 bel ow
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FI NDI NGS OF FACT

A Paul Br own

Paul Brown was born on Septenber 7, 1908, and di ed on August
5, 1991. He lived in Chio when he died. H's sons Peter and M ke
Brown are the coexecutors of his estate and lived in Chio when
the petition in this case was fil ed.

Paul Brown was a native of Mssillon, Chio. He played high
school football there and at Mam University of Chio. Brown

coached football at Massillon H gh School from 1932 to 1941. The
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team's record during those years was 96 wins, 9 |osses, and 3
ties. 1n 1941, Brown becane the head football coach at Ohio
State University, which won the national chanpionship that year.
He coached at Ohio State again in 1942 and 1943. For the 1944
and 1945 seasons, Brown coached the mlitary service footbal
team at the G eat Lakes (Illinois) Naval Training Station.

B. Oigins of the National Football League

1. The Anerican Prof essional Football Association

The Anerican Professional Football Association (APFA) began
business in 1920. There were 10 charter franchises. The
organi zational neeting in Canton, GChio, included the Decatur
Staleys (later, the Chicago Bears), Cevel and I ndi ans, Dayton
Triangl es, Akron Professionals, Mssillon Tigers, and several
other teanms. The APFA changed its nanme to the National Foot bal
League (NFL) in 1922. Eventually, nost NFL teans settled in
| arge netropolitan areas.

2. The All -Anerican Football Conference

The All - American Football Conference (AAFC) was founded
imredi ately after World War 11. This | eague included the
Cl evel and Browns.

The O evel and Browns were naned after Paul Brown. Brown was
t he head coach and general manager of the O evel and Browns from
1946 to 1962. He spoke for the Browns at NFL neetings and

controlled the teani s operations.
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The d evel and Browns won all four AAFC | eague chanpi onshi ps
from 1946 to 1949. The AAFC stopped operating after the 1949
season. Three AAFC teans (C evel and, San Franci sco, and
Baltinore) joined the NFL beginning in the 1950 season. The
Cl evel and Browns won the NFL chanpi onship in 1950, 1954, and
1955, and | ost chanpi onship ganes in 1951, 1952, 1953, and 1957.

Art Modell (Mdell) and a group of investors, including Pau
Brown as a mnority investor, bought the O eveland Browns in
1961. Mbdell tried to underm ne Brown after the Moddell group
bought the O evel and Browns. Modell fired Paul Brown in 1963.
Brown noved to California for a short retirenent.

3. The Anerican Football League

The Anerican Football League (AFL) was founded in 1959. The
AFL generally established franchises in cities where the NFL did
not have teans.

The AFL operated as a separate football |eague from 1960 to
1969. The AFL and NFL drafted and conpeted for the sane pl ayers,
which | ed to higher player costs for AFL and NFL teans. The AFL
and NFL al so conpeted for advertising dollars and tel evision
audi ences. The AFL secured a 5-year, $136 million television
contract fromNBC for its 1965 season, which gave it a
substanti al econom c boost.

4. Merger of the NFL and AFL

On June 8, 1966, the AFL and NFL announced that they woul d

merge. The agreenent provided that AFL and NFL teans woul d



6
conpet e agai nst each other as nenbers of the NFL beginning in
1970.
The NFL decided to add a team for the 1967 season in New
Oleans. The AFL decided to expand to one other U S. city for
t he 1968 season

5. NFL Control Person Policy

Since the 1920's, the NFL has encouraged each of its teans
to be controlled by one person. In the few teans where no one
had majority ownership, the | eague encouraged the franchise to
desi gnate one individual (known as the control person) to
represent the franchise in | eague matters. The | eague encouraged
owners of those teans to use devices such as voting trusts to
establish a control person.

C. G ncinnati Professional Football Franchise

1. Actions Preceding Formation of the G ncinnati Bengal s

Fromthe tinme Paul Brown |left O eveland, he and his son,
M ke, began to seek opportunities for himto return to the NFL
Paul Brown wanted to be an owner of a team not just a coach
Because of his experiences in Ceveland, Paul Brown did not want
to return to professional football unless he was the control
person.

Paul and M ke Brown wanted to get an NFL franchi se for
Cncinnati. Mke Brown did a survey which showed that C ncinnati

woul d be an excellent |location for a professional football team



7

based on incone | evels, population within 100 mles, and the fact
that Cncinnati is an area of proven football interest.

Paul Brown net John Sawyer (Sawyer) through a nutual friend,
Dr. WIIliam Hackett (Hackett). Sawer owned Oleton Farns in
London, Onhio. Sawyer decided to invest in a professional
football teamin Cncinnati with Brown. Sawer highly val ued
Brown' s experience and prior NFL success.

2. Chio Valley Sports (OVS)

M ke Brown, Hackett, and Sawyer formed Ohio Valley Sports,
Inc. (OVS), an Chio corporation, on Decenber 12, 1965, to
acquire, devel op, and operate a professional football team

In 1966, Conm ssioner Pete Rozelle (Rozelle) and nenbers of
the AFL's expansion commttee visited Cncinnati to neet with
Paul Brown. At Rozelle's urging, they recommended that the AFL
award a franchise in Cncinnati to OVS.

On May 24, 1967, the AFL awarded a new franchise to OVS.
The teamwas to be called the Ci ncinnati Bengals (Bengals). Paul
Brown's contacts and participation were critical to the effort to
obtain the franchi se.

On Septenber 26, 1967, OVS was recapitalized. Paul Brown,
Sawyer, and nine other investors contributed $2 mllion in
exchange for 1,000 shares of OVS stock with a per share price of

$2,000. These shares were held as foll ows:



Nane Shar es
Paul Brown 100
John Sawyer 200
J. Barrett Buse 45
Raynond L. Buse 45
Enquirer Enterprises, Inc. 109
David G Ganbl e 33
W1 liam Hacket t 80
Austin Know ton 300
Loui s Ni ppert 10
Janmes WIIlians 33
Wlliam$S. WIIlians 45

Tot al 1, 000

Sawyer was president of OVS. Paul Brown was vice president,
general manager, and head coach. M ke Brown was assi st ant
general manager and in-house |egal counsel. Sawyer had four
children, but they were not involved in running the Bengals.

3. 1967 Voting Trust Agreenent

OVS had no mgjority sharehol der when it obtained the Bengal s
franchi se. Because of the NFL's control person policy, the OVS
shar ehol ders desi gnated a sharehol der to serve as the contro
person.

On Septenber 26, 1967, the OVS shareholders entered into a
voting trust agreenent (1967 voting trust), which named Pau
Brown as the voting trustee and control person for a termnot to
exceed 10 years, beginning Cctober 16, 1967. The voting trustee
had the right to exercise all shareholders' rights and powers,
including the right to vote the stock and to take part in or
consent to any corporate or shareholders' action. The right to

vote included the right to vote to elect directors, and to vote
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for or against any resolution or proposed action which required
shar ehol ders' consent. The voting trustee had the right to anmend
the certificate of incorporation and to nortgage or pledge all or
part of the property of OVS. The voting trustee had no authority
to change the terns of his enploynent contract, to sell, pledge,
hypot hecate, nortgage or place a lien or charge on the stock, to
sell all or substantially all the assets of OVS, or take any
action to dissolve, consolidate, nmerge, reorgani ze or
recapitalize OVS.

4. Ri verfront Stadium

G ncinnati was required to build a new stadi um before the
NFL woul d award a franchise to that city. This new stadi um
Ri verfront Stadium opened for the 1970 season and has served as
the stadiumfor the Bengals and the C ncinnati Reds baseball team
until the tinme of trial. R verfront Stadiumis one of the
smal l est stadia in the NFL. During the overlap of the basebal
and football seasons, it seats about 55,000. After the basebal
season, it seats about 60,000. Riverfront Stadium does not have
skyboxes or | uxury boxes.

5. Fornmati on of the C ncinnati Bengals, |nc.

On Decenber 14, 1967, OVS changed its nane to the G ncinnati
Bengal s, Inc. Sawer was president of the Bengals from 1967 to
1994. Paul Brown was vice president, general manager, and chi ef

operating officer of the Bengals from 1967 until he died in 1991.
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He was head coach from 1968 to 1975. 1In 1967, M ke Brown becane
secretary and Janes R WII|ians becane treasurer

On April 28, 1970, the Bengals' sharehol ders extended the
1967 voting trust to April 27, 1980. |In 1973, each Bengals
shar ehol der exchanged his stock for stock in OVS-Del., a Del aware
corporation, and extended the 1967 voting trust agreenment w thout
change, except that M ke Brown was nanmed successor voting
trustee.

The Bengal s began to play in the AFL in 1968. Wen the NFL
and AFL nerged for the 1970 season, Cincinnati, Pittsburgh,
Cl evel and, and Houst on becane nenbers of the Central Division of
t he American Football Conference (AFC) of the NFL

The Bengal s | ost noney in 1968 and 1969. They did not
recei ve any national TV contract noney during these seasons.
They played at N ppert Stadiumin C ncinnati, which had a
capacity of only about 30, 000.

The Bengals won their AFC division in 1970. From 1968 to
1990, the Bengals had 171 wns, 168 | osses, and one tie.

6. Sal es, Redenptions, and Transfers of Benqgals Stock from
1977 to 1980

Several shares of OVS-Del. stock were redeened or sold in
arm s-length transactions from 1977 to 1979. The price per share
i ncreased gradually from $14,828.13 (in 1977) to $24,000 (in
1979) in these transactions. On August 4, 1980, OVS-Del.

redeened 110 shares of its stock owned by Sawyer for all of the
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Sept enber 27,

stock to each of his sons M ke and Peter.
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1979, Paul

11
| nc.,
bought

Brown transferred one shar

i n August 1974.

As a result,

a 1,000 acre farm | ocated near
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e of OVS-Del.
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(100. 12%

Cct ober 23, 1980, the stock of OVS-Del. was held as foll ows:

Nanme Shar es %
Paul Brown 118 20.1
M ke Brown 1 0.17
Pet er Brown 1 0.17
David G Ganbl e 1 0.17
Austin Know ton 249 42.5
Loui s Ni ppert 1 0.17
John Sawyer 213 36.5
Janes R WIIlians 1 0.17
WlliamJ. WIIlians 1 0.17

Tot al 586 100. 00
7. The Bengal s' Dividend Paynent History

The Bengal s paid no dividends from 1968 to 1976 because Pau

Brown beli eved that
reserves.

di vi dends as foll ows:

Year

1976
1977
1978
1979
1980
1981
1982
Tot al

From 1977 to 1980, OVS-Del

it was essenti al

Begi nning in 1976, OVS-Del.

to increase the Bengal s’

or the Bengals paid

Tot al Anmpunt of
Di vi dends Per Share Di vi dends Pai d
$10 $9, 900
300 297, 000
360 320, 330
0 0
500 348, 000
20 11, 720
10 5, 860
1, 200 992, 810

used $8, 162, 860 of

its corporate

reserves to fund the stock repurchases descri bed above (see par.
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C-6). Thus, from 1976 to 1980, OVS-Del. used $9, 155,670 of its
corporate reserves to pay dividends and to repurchase st ock.

8. 1980 Shar ehol der Agreenents

On Cctober 24, 1980, the OVS-Del. sharehol ders nerged OVS-
Del. into the G ncinnati Bengals, Inc. The Bengals were the
surviving corporation. Also on that date, the Bengal s’
sharehol ders entered into a 10-year irrevocable voting trust
agreenent which provided in part as follows: (a) Paul Brown was
appoi nted the sole voting trustee; (b) if he died, resigned, or
becane incapacitated, M ke Brown woul d be the successor trustee;
(c) if Mke Brown died, resigned, or becane incapacitated while
serving as successor trustee, the voting trust would term nate;
(d) the trustee could, subject to the provisions of the 1980
voting trust, exercise all shareholders' rights and powers in al
common stock (including the right to nortgage or pledge all or
part of the property of the Bengals); (e) the trustee had no
authority to sell, pledge, nortgage, or place a lien or charge on
Bengal s stock, sell all or substantially all of the Bengals'
assets, or dissolve or nerge the Bengals; and (f) a sale of al
or substantially all of the Bengals' assets, or its dissolution
or nmerger, nust be approved by a two-thirds vote of the
shar ehol ders, which nmust include the affirmative vote of the
shares the voting trustee owned in his individual nane.

Al so on October 24, 1980, Paul and M ke Brown and Sawyer

entered into an option agreenent regarding Paul Brown's and
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Sawyer's stock. Sawyer and Paul Brown entered into the 1980
option agreenent to give each of thema chance to obtain a
majority interest in the Bengals if the other died. Neither
want ed any ot her Bengal s sharehol der to gain control.

The 1980 option agreenent provided in part as follows: (a)
Paul Brown received an option to buy Bengal s stock owned by
Sawyer at Sawyer's death; (b) Paul Brown's option was not
assi gnabl e except to M ke Brown; (c) if Paul Brown died before
Sawyer, M ke Brown could exercise the option; (d) Sawer received
an option to buy the stock Paul Brown owned when he died if
Sawyer survived Brown, and if such shares woul d not pass to M ke
or Peter Brown under Paul Brown's will or under State |aw
applicable to the distribution of the assets of Paul Brown's
estate; (e) Sawyer's option from Paul Brown was not assignabl e by
hi mand term nated when he died; and (f) the price of each share
of stock bought under the option was initially set at $28, 735. 63,
and was to be adjusted each March by Paul Brown and Sawyer.

The price of stock under the 1980 option agreenent was set

as foll ows:

Date Price Set Price Per Share
Cct. 24, 1980 $28, 735. 63
Mar. 16, 1981 28, 735. 63
Mar. 23, 1982 45, 000. 00
Mar. 22, 1983 45, 000. 00

Paul and M ke Brown and Sawyer cancel ed the 1980 option

agreenent on May 16, 1983.
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D. Devel opnents Affecting the NFL and the Bengals in 1982

1. Tel evi sion and Radio in 1980 and 1981

NFL television ratings for the 1980 season were the second
best in history, exceeded only in 1976. Ratings for all three
maj or networks were higher in 1980 than in 1979.

In the 1981 season, the NFL had its best year in regular
season conbi ned television ratings. Both ABC and CBS had record
high ratings. The NFC playoff ganme between Dall as and San
Franci sco had a record rating for a Conference chanpi onship gane
and was the eighth nost watched sports event in history.

Tel evision ratings dropped in the 1982 season fromthe 1981
season for two of the three major networks, as shown bel ow

Tel evi si on and Radi o Rati ngs

Audi ence Si ze

(mllions)

1979 1980 1981 1982
NBC- TV 14 15 13.9 13.9
CBS- TV 15 15. 3 17.5 16.5
ABC- TV Monday Ni ght 19. 6 20.8 21.7 20.6
CBS- Radi o 7 8

In March 1982, NFL Conm ssi oner Rozel |l e announced a new
tel evision contract between the NFL and NBC, CBS, ABC, and ESPN
for the 1982-86 seasons. This agreenent increased each NFL
team s shared tel evision revenues from $5, 465,000 in the 1981
season to a projected $17.5 million in the 1986 season. The
agreenent provided that a team woul d not receive nationa

tel evi sion revenue for ganmes not played because of a strike.
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2. Gane Att endance

The Bengal s were not as successful after Paul Brown stopped
coaching in 1975. The teams record was 4-12 in both 1978 and
1979. In 1980, the Bengals had a 6-10 record and finished | ast
in their division. This poor performance hurt the Bengal s’
season ticket sales and attendance. From 1978 to 1980, the
Bengal s' season ticket sales dropped from43,712 to 38, 527.

In 1981, the Bengals played in the Super Bow for the first
time. 1n 1982, the Bengals finished second in their division
with a record of 7-2, and lost in the first round of the
pl ayoffs. Season ticket sales and attendance inproved in the
early 1980's. Season ticket sales increased to 48,273 in 1982.

The NFL set attendance records in 1979, 1980, and 1981.

Att endance dropped in 1982 because of the players' strike. NFL
gane attendance in those years was as foll ows:

NFL Game Attendance

1979 1980 1981 1982
NFL
Tot al 13,182, 039 13, 400, 000 13, 606, 990 7,367,438
Aver age 58, 848 59, 787 60, 745 58,472
% of St adi um
Capacity 92. 4% 93. 8%
Bengal s
Aver age 49, 657 54, 900 57, 397

NFL gate receipts are shared as follows: 66 percent to the

home team (15 percent of which is to pay stadiumrent and day- of -
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t he- gane expenses), and 34 percent to the visiting team Skybox
revenues are not shared with other teans. A team can earn
mllions of dollars from skyboxes.

3. Los Angel es Menorial Coliseum Commi ssion v. NFL

In early 1980, Al Davis (Davis), the general partner of the
Cakl and Rai ders ownershi p group, sought to nove that teamto Los
Angel es. The other 27 NFL owners opposed the Raiders' nove.

In 1980, a suit entitled Los Angel es Menorial Coliseum

Comm ssion (LAMCC) v. National Football League was pending in the

Federal District Court in Los Angeles. LAMCC filed that suit
when the Rans |left the Los Angeles Menorial Coliseumto play in
Anahei m

On March 25, 1980, Davis filed a $160 mllion antitrust suit

agai nst the NFL and joined that suit to LAMCC v. NFL, supra. The

District Court set a jury trial to hear LAMCC s and the Raiders
clainms of antitrust violations by the NFL. The exi stence of the
litigation was disclosed in the financial statenents of the
Cincinnati Bengals, Inc., for the fiscal year ending February 28,
1982, which described the suit and contained the foll ow ng
st at enment :

In the opinion of managenent and | egal counsel, the

damages all eged by this conplaint against the NFL and

its nmenber clubs are greatly overstated. The effect

of the final outconme of this litigation on G ncinnati

Bengal s, Inc. is not determ nable at present.

On May 7, 1982, the jury returned a liability verdict

against the NFL in LAMCC v. NFL. On June 14, 1982, the District
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Court issued its witten judgnent on the liability issue. The
NFL appealed. As a result of the ruling, the OGakland Rai ders
moved to the Los Angeles Coliseumfor the 1982 season.

On April 13, 1983, the jury returned a verdict of about $60
mllion, including |legal fees. That anpbunt was to be paid by the
ot her 27 NFL teans.

The NFL appeal ed the danages verdict. The litigation,

i ncluding the award of damages, was disclosed in the financial
statenent of the G ncinnati Bengals, Inc., for the fiscal year
endi ng February 29, 1984. It contained the follow ng statenent:

The judgnent awarded danages to the plaintiffs of

approximately $49 nmillion (as trebled), plus interest.

In addition, plantiffs can be expected to assert

substantial clains for attorneys fees if they are

ultimately successful in this litigation. On February

28, 1984, the liability judgenment was affirnmed by the

Court of Appeals. The National Football League and its

certain nenber clubs are in the process of appealing

t he danmages award and intend to continue to defend

their position on the liability issues.

4. 1982 NFL Pl ayers' Strike

NFL pl ayers were on stri ke from Septenber 20 to Novenber 17
1982. N ne of the 16 regul ar ganmes were played. Because of the
strike, total attendance was 7,367,438, down 45.9 percent from
the 1981 season. Average paid attendance per ganme played for the
1982 season was 58,472, down 3.7 percent fromthe 1981 season
The Bengal s average paid attendance per ganme increased from

54,900 for the 1981 season to 57,397 for the 1982 season.
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Because seven ganmes were not played, NFL teans | ost about
$250 million in revenues fromradio and tel evision, and from
sal es of tickets, progranms, concessions and parking. For the
1982 season, the Bengals lost $5.3 million in shared television
revenues and about $1.8 million in ticket sales. The Bengals had
an operating loss of about $1 mllion and a total |oss of about
$2.8 million for its fiscal year 1983 (ending February 28, 1983).

5. The United States Football League

Formation of the United States Football League (USFL) was
announced in 1982. The USFL planned to play its ganmes in the
spring, not in direct conpetition with the NFL. However, it
intended to conpete with the NFL for the adm ssions and radio
revenues in areas where both | eagues had teans.

The USFL secured a national TV contract in May 1982 for its
spring 1983 season. The USFL forned teans in Birm ngham
Chi cago, Denver, Detroit, Los Angel es, New Jersey, New Ol eans,
Cakl and, Phi | adel phi a, Phoeni x, Tanpa, and Washington, D.C. In
the spring of 1983, the USFL announced plans to expand to
Houst on, Jacksonville, Menphis, Tulsa, Pittsburgh, and San
Antonio for the 1984 season.

The USFL sought inmmediately to sign the best college and
pr of essi onal football players available. The USFL's efforts to
sign NFL and col | ege pl ayers becane a concern for the Bengals
during the 1982 season. In Novenber 1982, quarterback Jack

Thonpson, the Bengal s' nunber one draft choice in 1979, refused
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to report back to the Bengals after the strike and announced t hat
he would sign with the Mchigan Panthers of the USFL. USFL teans
were also interested in other Bengals players, such as David
Verser, the Bengals' nunber one draft choice in 1981.

On February 22, 1983, the New Jersey Cenerals of the USFL
announced the signing of 1982 Hei sman Trophy w nner Herschel
Wal ker. Wl ker's contract provided for paynments of $5 million
over 3 years. The USFL held its first college draft on January
4-5, 1983. The USFL drafted several star college players in
January 1983; USFL teans tried to sign these players for their
spring 1983 season

E. 1983 Agreenents Between Paul Brown and Sawer

1. Backgr ound

Sawyer began to have financial difficulties in the early
1980's. Sawyer wanted to receive inconme fromhis investnent in
t he Bengals. Sawer and Paul and M ke Brown began negoti ations
in the spring of 1981 to increase Sawer's cash flow fromthe
Bengal s.

Paul Brown wanted to give his sons an opportunity to control
t he Bengals. However, he was concerned about the Bengal s’
finances and prospects. He knew that C ncinnati was a snmall
mar ket by NFL standards in the early 1980's. 1In the winter of
1982- 83, he thought the USFL, the players' strike that had just

ended, the fact that all NFL teans |ost noney in the 1982 season,
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and the Davis liability verdict were harnful to NFL teans, and
could be particularly harnful to the Bengals.

By early 1981, the Browns and Sawyer had been busi ness
partners in the Bengals and friends for about 15 years. However,
they were not related and had never made any significant gifts to
each other. The 1983 agreenents were negotiated at arm's |ength
bet ween Sawyer on one side and Paul and M ke Brown on the other.

During the negotiations between Sawer and the Browns, M ke
Brown gave Sawyer a projection of Bengals stock dividends for the
8 fiscal years 1984 to 1991 (1983 to 1990 seasons). He projected
that Paul Brown's 117 shares and Sawyer's 213 shares (total of
330 shares) woul d pay dividends totaling $19, 935,400 in fiscal
years 1983-91 (1982-90 seasons). Sawyer added 2 years to the
schedul es by assum ng that projected dividends for fiscal year
1991 woul d be repeated in fiscal years 1992 and 1993. Using that
assunption, total dividends for fiscal years 1984 to 1993 (1983
to 1992 seasons) for the 330 shares of stock woul d be
$25, 004, 200. ?

2. 1983 St ock Purchase Agreenent

On March 1, 1983, Sawyer agreed to buy 117 shares of Bengal s

stock from Paul Brown.® Sawer executed a prom ssory note

2 Dividends actually paid for 330 shares of Bengals stock
fromMarch 1, 1983, to February 28, 1993, total ed $37, 592, 909. 08.

3 John Sawyer, Paul Brown, and M ke Brown executed a series
of docunents, which are dated "March 1, 1983" or "as of March 1
(continued. . .)
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payable to Paul Brown dated March 1, 1983, in the principal
amount of $3.51 million ($30,000 per share), bearing sinple
interest at 9 percent per annum wth all principal and interest
due on February 28, 1993. Sawyer paid no cash for Brown's stock
Sawyer secured the prom ssory note by pledging to Brown 329
shares of Bengals stock owned by Sawyer (including the 117 shares
Sawyer bought from Brown). Assum ng no prepaynents, Sawer would
owe $6, 669, 000 to Paul Brown under the note on March 1, 1993.
Sawyer and Brown agreed that the transfer would conply with the
1980 voting trust agreenent, the 1980 sharehol ders' agreenent,
the controlling sharehol der S corporation agreenent dated May 16,
1983, and the NFL constitution and bylaws. Brown and Sawyer
believed that the 1983 agreenents net NFL requirenents.

3. 1983 St ock Option Agreenent

Sawer and M ke and Peter Brown entered into a stock option
agreenent dated as of March 1, 1983. The stock option agreenent
provided in part as follows: (a) Sawer granted to M ke and
Peter Brown an irrevocable option to buy up to 329 common shares
of Bengal s stock owned by Sawyer for $25,000 per share; (b) M ke
and Peter Brown could exercise the option from March 1, 1993, to

February 28, 1996; (c) if Mke and Peter Brown bought | ess than

3(...continued)
1983". However, because of the tinme required to get all of the
Bengal s sharehol ders to agree to the S corporation election, the
closing of the sale of Paul Brown's Bengals stock was on May 16,
1983.
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329 shares, the bal ance of the shares were released fromthe
option; (d) upon the exercise of the option, Mke and Peter Brown
were required to either deliver up to $3 million in cash to an
escrow agent plus a prom ssory note for the bal ance of any anount
due, with interest at 9 percent, or to offset any cash paynents
with any other anmounts which Sawer may then owe M ke and Peter
Brown; (e) the 329 shares (represented by voting trust
certificates) were to be deposited wth an escrow agent; and (f)
M ke and Peter Brown could transfer and assign the option,
whet her by sale, gift or devise.

Unli ke the 1980 option, the 1983 option did not provide for
reval uing the stock. Mke and Peter Brown paid Sawer $1.00 for
t he option.

The total anpbunt due from March 1, 1993, to February 28,
1996, from M ke and Peter Brown upon the exercise of the option
for 329 shares of Bengals stock would be $8, 225,000 (329 shares x
$25, 000 per share). |If the Browns exercised the option, Sawyer
woul d get $8, 225,000 fromthe stock sale to the Browns and woul d
owe $6, 669, 000 on his note to Paul Brown ($3.51 mllion of
principal and $3,159,000 in interest). Thus, Sawyer woul d
receive a net of $1, 556, 000.

Sawyer hoped that M ke and Peter Brown woul d not exercise
the option to buy the 329 shares. Sawer did not want to sell,
and did not offer to sell, his Bengals stock to Paul Brown.

Sawyer wanted to continue to be the Bengal s' president and
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maj ority sharehol der. Paul Brown did not offer to buy Sawer's
Bengal s st ock.

4. 1983 Security and Escrow Agr eenent

Sawyer, and Paul, Mke, and Peter Brown signed a security
and escrow agreenent around March 1, 1983. It was accepted on
May 16, 1983, by the Central Trust Co. as escrow agent. This
agreenent secured Sawyer's paynent of the note and performance
under the 1983 stock option agreenent. Sawer gave Paul Brown a
security interest in 329 shares of Bengals stock to secure
Sawyer's paynent of the 1983 prom ssory note. Sawyer delivered
the voting trust certificates for the 329 shares to the Central
Trust Co. as escrow agent. Sawyer could not sell, pledge,
bequeath, or gift his Bengals stock while the security and escrow
agreenent was in effect.

5. 1983 Al Shar ehol ders Agr eenent

An agreenent of all Bengals sharehol ders dated May 16, 1983
(all sharehol ders agreenent), was signed by the Bengals, Sawyer,
Paul Brown, David Ganble, Louis N ppert, WIIliam and Janes
Wllianms, and Virginia Fite. The agreenent provided that:
(a) By May 15, 1983, each sharehol der woul d execute consents for
the Bengals to be taxed as an S corporation; (b) each signatory
woul d not conduct any stock transaction that could cause the
Bengals' S corporation election to termnate; (c) the agreenent
was to continue until the end of the Bengal s' taxable year in

1998; and (d) the Bengals agreed, beginning with their fiscal
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year 1984, to distribute to each sharehol der cash equal to the
anount whi ch each sharehol der nust report as ordinary incone on
his Federal incone tax return for that year because of the
Bengal s’ S corporation el ection.

6. 1983 Controlling Sharehol der S Corporation Agreenent

The controlling sharehol der S corporation agreenent, dated
May 16, 1983, was signed by the Bengals, Paul Brown, Sawer, M ke
and Peter Brown, and Knowton. It provided: (a) Each
shar ehol der woul d execute an S corporation election for the
Bengal s' tax year beginning March 1, 1983; (b) unless Paul Brown,
Know ton, or Sawyer died, or unless it is necessary to nake
economcally feasible the acquisition of their shares if any of
themdie, the S corporation election was irrevocable for 10
years, and no sharehol der coul d di spose of the shares in a manner
that would disqualify the election for 15 years; (c) the tota
anmount distributed to each sharehol der for the year would be not
| ess than the amount which each sharehol der nust report on his
Federal inconme tax return for that year; and (d) as long as the
Bengal s were an S corporation, the salaries of Paul, M ke and
Peter Brown were limted to the sum of several specified anmounts
unl ess otherw se agreed to by Knowl ton and Sawyer.

The controlling sharehol der S corporation agreenent al so
provided that: (a) Knowl ton, Charles D. Lindberg, and Robert
Fite were to be nenbers of the Bengals' board of directors as

Il ong as Knowton's stock remained in the voting trust; (b) the



25

Bengal s' board of directors would have at | east seven nenbers;
and (c) Knowl ton would chair the board of directors as |long as he
owns nore than 25 percent of the Bengals' stock

The all sharehol ders and the control ling sharehol der
agreenents specified: (a) The disposition of all of the
corporation's incone (pursuant to the S corporation election);
(b) that no nore shares of stock woul d be issued unless approved
by two-thirds of the shareholders; (c) the conpensation of sone
directors and the conpensation |imt of Brown and his sons; (d)
that the corporation's code of regulations could not be anended
unl ess approved by two-thirds of the shareholders; (e) the
responsibilities of the corporation's general nmanager and
chai rman of the board; (f) that the ability of the sharehol ders
to transfer shares (pursuant to the S corporation el ection) was
restricted; (g) that the Bengals could have only one cl ass of
stock; and (h) that the corporation would nmake a tax election to
beconme an S corporation.

7. O her Facts Related to the 1983 Agreenents

Sawyer executed an irrevocable proxy on May 16, 1983. 1In
it, he authorized Paul and M ke Brown to vote his Bengal s shares
to extend the 1980 voting trust for a second 10-year termand to
appoi nt Peter Brown as successor trustee under the voting trust.

The Bengals filed an S corporation election on May 14, 1983.

On June 14, 1983, Paul, M ke and Peter Brown and Sawyer

executed a supplenental voting trust agreenent. It nanmed Peter
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Brown as the second successor voting trustee. It also stated
that, if Peter Brown becane the sole voting trustee, the
remai ning parties would continue to have the voting trust and
woul d deposit their Bengals shares with the second successor
voting trustee.*

F. NFL Constitution and Bylaws Relating to a Sale of an
Interest in an NFL Team

The NFL's constitution and bylaws (as in effect in 1983)
requi red anyone wanting to sell an interest in an NFL teamto
apply in witing to the NFL Conmm ssioner, and required the
Comm ssioner to submt the application to NFL nenbers for
approval. Approval required a vote of three-quarters, or 20,
whi chever is nore, NFL nmenbers. Approval was not required for
transfers to nenbers of the immediate famly of the owner of the
interest by gift or upon the death of the owner of the interest.

No witten request was submtted to the NFL to approve the
1983 transfer of 117 shares of Bengals stock from Paul Brown to
Sawyer. The Bengals inforned the NFL sonetine before Septenber
1983 that Sawyer had bought Paul Brown's 117 shares. The

Comm ssi oner did not ask the other NFL owners to approve the

4 On May 7, 1990, Paul, M ke, and Peter Brown, Sawyer,
WlliamJ. WIllians, Louis N ppert, Harriette Downey, Sanuel L.
Barr, Jr., West Shell, Jr., and John Downey agreed to irrevocably
extend the 1980 voting trust for 10 years. The agreenent naned
Paul Brown voting trustee, M ke Brown successor voting trustee,
and Peter Brown second successor voting trustee.
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transfer. The other NFL owners never approved the sale from
Brown to Sawyer.
Bill Ray, then the NFL treasurer, prepared a nenorandumto
the NFL file which showed that on Septenber 29, 1983, the Bengal s

were owned as foll ows:

Nanme Shar es
John Sawyer 330
Austin Know ton 248

Paul Brown

M ke Brown

Pet er Brown

David G Ganbl e

Virginia Fite

Loui s Ni ppert

Janes R WIIlians

WlliamJ. WIIlians
Tot al

‘HHHHHHHH

o1
(o]

G Brown Fanmily Limted Partnership

1. Fornati on, Omership, and Di ssolution of the Brown
Famly Limted Partnership

On August 17, 1983, Paul, Mke, and Peter Brown forned the
Brown famly |limted partnership (Brown famly partnership). The

stated value of the capital contribution nmade by each partner

was:
Capital Contribution Units
General Partner
Paul Brown $ 49,000 49
Limted Partners
Paul Brown $2, 300, 000 2,300
M ke Brown 500 .5

Pet er Brown 500 .5
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Al so on August 17, 1983, Paul, M ke, and Peter Brown took
several other actions related to the Brown fam |y partnership.
First, Paul Brown assigned the $3.51 million prom ssory note from
Sawyer to the Brown famly partnership.® Second, Mke and Peter
Brown assigned the stock option agreenent to the Brown famly
partnership. Third, Paul Brown gave 375 Brown famly partnership

units to nmenbers of his famly as foll ows:

Donee Units

M ke Brown 20. 00

Pet er Brown 187. 50

Nancy Brown

(Mke's Wfe) 20. 00

Kat heri ne Brown Trust

(M ke's Daughter) 73.75

Paul H. Brown Trust

(M ke's Son) 73.75
Tot al 375. 00

Fourth, Paul Brown sold 1,925 Brown famly partnership units to
menbers of his famly. Each of those famly nenbers gave Paul
Brown a prom ssory note (partnership unit notes), bearing 9-
percent interest, for the partnership units they bought from him
Al'l principal and interest was to be due on Decenber 31, 2001.

At that time, Paul Brown, if living, would be 93 years old. The

> Sawyer listed on a bal ance sheet for 1988 the 1983
prom ssory note in the amount of $3.51 million as a note due to
the Browmn fam |y partnership.
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partnership unit notes were nonrecourse. The nunber of units and
anmount of each partnership unit note are shown as foll ows:

Par t ner shi p

Units Unit Notes

Pet er Brown 962.5 $962, 500
Nancy Brown 117.5 117, 500
M ke Brown 117.5 117, 500
Paul H Brown Trust 363. 75 363, 750
Kat heri ne Brown Trust 363. 75 363, 750
Tot al 1, 925 1, 925, 000

In 1990, Paul Brown gave 9.496 Brown fam |y partnership

units to nmenbers of his famly as foll ows:

Donee Units
Nancy Brown 2.374
Kat heri ne Brown 1.187
Paul H. Brown 1.187
M ke Brown 2.374
Pet er Brown 2.374

Tot al 9. 496

On Decenber 22, 1990, Paul Brown sold his renai ni ng Brown

famly partnership units as foll ows:

Buyer Pur chase Price Units
M ke Brown $146, 412. 50 17. 378
Pet er Brown 186, 412. 50 22.126

Tot al 39. 504

On Decenber 22, 1990, Paul Brown w thdrew as general partner
of the Brown famly partnership, and M ke Brown, as general
partner, executed a certificate canceling the Brown famly
partnership. The certificate was filed with the Ham Iton County

Recorders O fice on Decenber 26, 1990.



30

Sonetinme from Decenber 22, 1990, to January 2, 1991, M ke
and Peter Brown gave Paul Brown prom ssory notes for $126,412.50
and $166, 412. 50, respectively, as partial consideration for the
Brown famly partnership units. Both notes were paid in full
wth interest, in January 1991.

On January 2, 1991, Paul Brown forgave $20, 000 of each of
the debts incurred by M ke and Peter Brown.

The partnership was |ater dissolved. Its assets (the Sawer
note and option) were distributed to the partners, pro rata,
according to partnership units held.

2. Paul Brown's G fts of Partnership Interests and
For gi veness of Rel ated Debt

Paul Brown and his wife, Mary Brown, filed Federal gift tax
returns (Fornms 709) for the tax years 1983 to 1986, 1990, and
1991. They used the annual per donee exclusions fromgifts
(section 2503), and the gift splitting provisions (section 2513)
in each of those years, and the unified credit (section 2010) in
1983- 86.

On their Fornms 709 for 1984, 1985, and 1986, Paul and Mary
Brown reported that the donor's adjusted basis was zero for al
gifts.

Paul Brown reported making the followng gifts in 1983-86

and 1990-91:
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Gfts By Paul Brown--1983-86 and 1990-91

Gfts of Partnership Interests, Debt Forgi veness, and Cash

Gfts of

Par t nership G fts of Debt Gfts of

Interests For gi veness Cash
Donees 1983 1990 1983 1984 1985 1986 1991 1990 1991

M ke Brown $20, 000 $20,000  $11, 303.50 $20, 268 $20, 099 $75, 069 $20, 000

Pet er 187, 500 20, 000 92,592.50 166,000 164,639 615, 000 20, 000
Br own

Nancy 20, 000 20, 000 11, 303. 50 20, 268 20, 099 75, 069
Br own

M ke

Br own,

Tr ust ee of 73, 750 34,997.75 62,732 62,221 232,431
t he Kat herine

Brown Trust

M ke

Br own,

Tr ust ee of 73, 750 34,997.75 62,732 62,221 232,431
t he Paul H.

Brown Trust

G andchi | dren

Kat heri ne 10, 000 10, 000
Br own
Paul H. 10, 000 10, 000
Br own
Bri an & Donna 10, 000 10, 000
Br own
Kevi n & Li nda 10, 000 10, 000
Br own
Scott & Tanya 10, 000 10, 000
Br own
Roger & Robin 10, 000 10, 000
McDouga
Codchi |l d
Katie Lietch 10, 000 10, 000
St ephani e 10, 000
Fredrich

Tot al 375, 000 80, 000 185, 195.00 332,000 329,279 1,230,000 40,000 70,000 60,000

3. | ncone Tax Returns

Paul Brown reported capital gains inconme fromforgiveness of

debt on the sale of Brown famly partnership units on his Federa
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incone tax returns from 1983 to 1986 and 1991 (partial year). He

paid tax thereon as foll ows:

Capital Gains Tax Allocable to
| ncome From Capital Gains
Year For gi veness of Debt | ncone
1983 $185, 185 $37, 037
1984 332, 000 66, 400
1985 329, 728 65, 946
1986 1, 078, 537 215, 707
1991 330, 285 94, 275
Tot al 2, 255, 735 479, 365
H. Paul Brown's WII
On Cctober 26, 1990, Paul Brown executed his will. He left

any interest he had in the Browmn famly partnership and any of
his shares of the Bengals stock to Mke and Peter Brown. He |eft
to Peter any interest he had in a prom ssory note fromM ke and
to Mke any interest he had in a prom ssory note fromPeter. He
provided that, if either son died before him these specific
bequests would transfer to his sons' estates.

| . NFL Approval of the Transfer of Bengals Stock From Sawer to
Brown Fanm |y Menbers

Bef ore October 20, 1992, M ke, Nancy, Peter, and Katherine
Brown asked the NFL to approve the transfer of 329 shares of
Bengal s stock from Sawyer pursuant to the 1983 stock option
agreenent. The NFL's executive conmttee and the nenbers of the
NFL approved the transfer. By letter dated February 23, 1993,
Paul Tagli abue, Conm ssioner of the NFL, told the Browns and

Sawyer that the NFL had approved the transfer.
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J. 1993 Escrow Agr eenent

On February 24, 1993, a 1993 escrow agreenent was nade by
Sawyer, M ke, Nancy, Peter, Katherine, and Paul H Brown, and PNC
Bank as escrow agent. The escrow agreenent provided in part
that: (1) The escrow agent would receive: (a) voting trust
certificates for 329 shares endorsed for transfer by Sawer; (b)
a check for $196, 274.32 from M ke Brown, and on or before March
1, 1993, a check for $1, 359, 725.68, both payable to PNC Bank; and
(c) the $3.51 mllion prom ssory note from Sawer to Paul Brown,
marked "Paid in Full"; and (2) on March 1, 1993, the escrow agent
woul d release: (a) the voting trust certificates to the Browns;
and (b) a check for $1,556,000 payable to Sawyer and the
prom ssory note.

Paul Brown's sons exercised the option on March 1, 1993.

Al so on that day, M ke, Peter, and Nancy Brown, Katherine Brown
Bl ackburn, and Paul H Brown paid Sawer $1, 556, 000.

K. Val uation | ssues

For purposes of this case the parties agree and we find
t hat :

1. On May 16, 1983, the fair market value of a mnority
interest in the Bengals, after all appropriate discounts, was
$28, 253 per share.

2. On May 16, 1983, the fair market value of Sawyer's 1983

prom ssory note was $2, 029, 000.
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3. On May 16, 1983, the fair market value of the 1983
option to buy up to 329 shares of Bengals stock from March 1
1993, to February 28, 1996, was not less than $1.8 mllion.

4. When Paul Brown died on August 5, 1991, the fair market
value of a majority interest in the Bengals was $111, 000 per
share and the fair market value of a mnority interest was
$76, 400 per share. These anounts include all appropriate
di scounts but do not take into account the effect of the 1983
option on the value of the stock.

OPI NI ON

A. The Positions of The Parties

Respondent argues that, under section 2036(a), Paul Brown's
estate includes 312 shares of Bengals stock. Respondent contends
that the substance of the 1983 transaction is different fromits
form and that we should treat it according to its substance.
Respondent contends that the substance of the 1983 transaction is
t hat Paul Brown gave Sawyer the dividends from Paul Brown's 117
shares of Bengals stock for 10 years in exchange for ownership of
Sawyer's 212 shares in 10 years. Mre specifically, respondent
argues that, in substance, the 1983 transacti on between Sawyer
and Brown was a sale by Sawer of his 212 shares of Bengal s stock
(or a remainder interest therein) to Brown in return for a 10-
year incone interest in Brown's 117 shares of Bengal s stock, and
an indirect transfer by Brown of 329 shares of Bengals stock to

his sons through Sawyer as a conduit.
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In light of the fact that five nenbers of Paul Brown's
fam |y paid $1,556,000 to Sawer in 1993, respondent concedes
t hat Sawyer received arm s-1ength consideration for some of the
Bengal s stock. Thus, respondent concedes that only 312 shares
are included in Paul Brown's estate under section 2036. Cur
analysis is not affected by whet her respondent contends that
Brown's estate includes 312 or 329 shares of Bengal s stock.

Petitioner contends that Paul Brown's estate does not
i nclude any of the 329 shares of Bengals stock sold pursuant to
the 1983 agreenment between Brown and Sawyer. Petitioner contends
that the 1983 agreenent was a bona fide, arnms-length agreenent,
t he substance of which is the sane as its form Petitioner
contends that section 2036 does not apply to the 117 shares of
stock Paul Brown sold to Sawyer because Sawyer paid ful
consideration for it, or to Sawer's 212 shares of Bengal s stock
because Paul Brown did not transfer or retain a life interest in
it.

B. Section 2036 -- Background

A decedent's gross estate includes the value of an interest
in property that the decedent transferred for |ess than adequate
and full consideration and in which the decedent retained for
life the right to (or to designate a person or persons to)

possess or enjoy the inconme. Sec. 2036(a).® Section 2036(a)

6 Sec. 2036 provides as follows:

(continued. . .)
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applies if: (1) The decedent made an inter vivos transfer of
property; (2) the decedent retained the possession or enjoynent
of, or the right to the incone from the transferred property, or
the right to designate who may use the property or the incone
therefrom and (3) the transfer was for |ess than adequate and

full consideration. Sec. 2036(a); National Gty Bank v. United

States, 371 F.2d 13, 15 (6th Cr. 1966). Section 2036(a) applies
only if all three of these requirenents are net. Sec. 2036(a).
Petitioner bears the burden of proof. Rule 142(a).
As di scussed next, we conclude that section 2036 does not
apply here because Paul Brown (1) received adequate and full

consideration for the 117 shares of Bengals stock, and (2) did

5(...continued)

(a) General rule.-- The value of the gross estate
shall include the value of all property to the extent
of any interest therein of which the decedent has at
any tinme nmade a transfer (except in case of a bona fide
sale for an adequate and full consideration in noney or
money's worth), by trust or otherw se, under which he
has retained for his life or for any period not
ascertainable without reference to his death or for any
peri od which does not in fact end before his death--

(1) the possession or enjoynent of, or the
right to the income from the property, or

(2) the right, either alone or in conjunction
w th any person, to designate the persons who
shal | possess or enjoy the property or the incone
t heref rom

(b) Voting rights.-- For purposes of subsection
(a)(1), the retention of the right to vote (directly or
indirectly) shares of stock of a controlled corporation
shall be considered to be a retention of the enjoynent
of transferred property.
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not make an inter vivos transfer of Sawer's 212 shares of
Bengal s st ock.

C. VWhet her Paul Brown Recei ved Adequate and Full Consi deration
for the 117 Shares of Bengals Stock He Sold to Sawer

Petitioner contends that Paul Brown transferred the 117
shares to Sawyer for adequate and full consideration.

Recei pt of adequate and full consideration in noney or
nmoney's worth by a transferor renoves property froma gross

estate. Sec. 2036(a); Merrill v. Fahs, 324 U S. 308, 311-312

(1945); Comm ssioner v. Wenyss, 324 U. S. 303, 307 (1945); Estate

of Gegory v. Conm ssioner, 39 T.C. 1012, 1016 (1963). Section

2036(a) prevents the depletion of the transferor's gross estate
for Federal estate tax purposes where the transferor retains the
use and enjoynent of transferred assets until death. Estate of

Fr ot hi ngham v. Conmm ssioner, 60 T.C 211, 215-216 (1973).

Respondent argues that Brown's transfer of the 117 shares to
Sawyer in 1983 was not for adequate and full consideration. W
di sagr ee.

Brown's sale of the 117 shares of Bengals stock to Sawer on
May 16, 1983, was part of a bona fide, arm s-1ength agreenent.
Brown recei ved adequate and full consideration in noney or
nmoney's worth for the stock. On May 16, 1983, the 117 shares had
a fair market value (as stipulated by the parties) of $3, 305,601
(%28, 253 per share). Sawer paid Brown for the 117 shares (a) by
giving himan interest-bearing $3.51 nmillion prom ssory note, and

(b) by granting (at Brown's behest) an option to buy 329 shares



38

of Bengals stock to Brown's sons for $1.00. The fair narket
value (as stipulated by the parties) of the prom ssory note
Sawyer transferred to Brown was $2,029,000. The option Sawyer
granted to Brown's sons (at Brown's behest) for $1.00 had a fair
mar ket value in 1983 (as stipulated by the parties) of at |east
$1.8 million. Brown received adequate and full consideration for
the 117 shares because he transferred 117 shares worth $3.3
mllion to Sawer in exchange for property worth at |east $3.8
mllion. Sec. 2036(a). Thus, section 2036(b) does not apply to

Brown's 117 shares. Sec. 2036(a); see Hutchens Non-Marital Trust

V. Conm ssioner, T.C. Menob. 1993-600.

Respondent does not contend that Brown received | ess than
adequate and full consideration for Sawer's 212 shares of
Bengal s stock. Respondent's silence on the application of one of
the el enments of section 2036(a) here is consistent with the fact
t hat Brown never owned Sawyer's 212 shares. Thus, one of the
three requisites for application of section 2036(a) is not net
for both the 117 shares and the 212 shares of Bengal s stock.

D. VWhet her Decedent Made an Inter Vivos Transfer of Sawer's
212 Shares of Bengal s Stock

Respondent argues that Brown transferred the 329 shares of
Bengal s stock under the interpretation of the term"transfer” in
section 2036(a) applied by the U S. Court of Appeals for the

Sixth Crcuit. Mahoney v. United States, 831 F.2d 641, 646-647

(6th Gr. 1987); Estate of Shafer v. Conm ssioner, 749 F.2d 1216,

1221-1222 (6th Cr. 1984), affg. 80 T.C 1145 (1983). Respondent
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poi nts out that section 2036 applies to a remainder interest a
decedent buys froma third party if the decedent retained a life

interest in the property. Estate of Shafer v. Conm ssioner,

supra.

In Estate of Shafer v. Conm ssioner, supra, the decedent

bought real property and had the seller convey a |life interest to
himand his wife and a remainder interest to their sons. 749
F.2d at 1218, 1221. The U.S. Court of Appeals for the Sixth
Circuit treated the decedent as having (a) purchased the
property, (b) transferred the remainder to his sons, and (c)
retained a life interest for hinmself. It held that the
decedent's estate included the property under section 2036
because the decedent retained possession and enjoynent of the
property while conveying a remainder interest to his sons. |[d.
at 1221.

Respondent contends that, under Estate of Shafer, section

2036 brings into Paul Brown's estate 312 of the 329 shares
obt ai ned by Paul Brown's sons when they exercised the option. W

di sagree. The decedent in Estate of Shafer bought a life

interest and a remainder interest in property. |In contrast, Pau
Brown did not buy either a life interest or a renai nder interest
in the 329 shares.

The option granted to the Browns was not a remnai nder
interest. A remainder interest arises automatically when a life

interest ends. The Browns were not autonmatically entitled to
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possess the shares on March 1, 1993; they had to exercise the
option and pay the option price.

Unli ke Estate of Shafer, where the decedent paid for a

remai nder interest that the seller conveyed to the decedent's
sons, Brown did not pay Sawer for the 212 shares; instead, five
menbers of his famly paid $1, 556,000 for the shares when Brown's
sons exercised the option in 1993.7

Paul Brown did not make an inter vivos transfer of Sawyer's
212 shares of Bengals stock. Thus, one of the three requisites
for application of section 2036(a) is not nmet, and section
2036(a) does not apply to those shares.

E. VWhet her Paul Brown Retained an Interest in the 329 Shares
of Bengals Stock Wich Were Subject to the 1983 Agreenent

Petitioner contends that the 329 shares of Bengal s stock
whi ch were subject to the 1983 agreenent are not included in Pau
Brown's estate under section 2036(a) because Brown did not retain
possessi on or enjoynent of those shares. W need not reach this
issue in light of our conclusions that Brown received full and

adequate consideration for his 117 shares of Bengals stock and

" This case is al so distinguishable on other grounds from
Estate of Shafer v. Conm ssioner, 749 F.2d 1216 (6th Cr. 1984),
affg. 80 T.C 1145 (1983). Paul Brown did not acquire the right
to vote Sawyer's 212 shares in exchange for the right to receive
dividends fromBrown's 117 shares of Bengals stock for 10 years;
he already had the right to vote Sawer's 212 shares under the
pre-existing all sharehol ders, controlling sharehol der, and
voting trust agreenents. In contrast, the decedent in Estate of
Shafer had no interest of any kind in the property before he
bought it fromthe seller.
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that he did not make an inter vivos transfer of Sawer's 212
shares of Bengal s stock.

F. Respondent's Substance Over Form Theory

Respondent argues that Paul Brown's estate includes 312
shares of Bengals stock on the grounds that the substance of the
1983 agreenent does not conport with its form

1. Factual Discrepancies Cted by Respondent to Support

the Contention that the Form of the Transacti on Does
Not Comport with Its Substance

Respondent contends that factual discrepancies are present
whi ch show that Brown and Sawyer did not respect the formof the
transaction. W disagree that there are any significant
di scr epanci es.

Respondent points out that, despite the fact that the stock
purchase agreenent, signed on March 1, 1983, required the closing
of the sale and purchase to occur i mediately after execution of
the agreenent, the closing was on May 16, 1983. W do not find
the delay to be significant. Petitioner adequately explained
that the parties could not close the transaction until My 16
because of the tinme required to get the Bengals sharehol ders to
agree to nmake the S corporation election.

Respondent points out that nearly $66,000 in interest
accrued on the prom ssory note from March 1 to May 16, 1983.
Respondent contends that, if Sawer had expected to pay that
interest, he would have del ayed the accrual of interest until the

transaction closed. Respondent maintains that Sawer's failure
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to change the 1983 agreenent to take the delay into account shows
that he knew the option would be exercised and that principal and
i nterest due on the note would be offset by the option price. W
di sagree. First, we think the parties did not anticipate that
there would be a 2-% nonth delay in closing the transaction.
Second, Sawyer's failure to change the 1983 agreenent because of
t he del ay does not show whether he expected the option to be
exercised. Assumng that a delay in the accrual of interest
woul d have entitled Sawer to pay nearly $66,000 less in interest
to Brown, and that the option was not exercised, Sawer woul d
have owed Brown nearly $66, 000 | ess when his note to Brown becane
due in 1993. By the sane token, if the accrual of interest had
been del ayed and the option was exercised, the $1,556, 000 paynent
to Sawyer fromfive nmenbers of Brown's fam |y would have been
nearly $66, 000 | arger because it was the net of the exercise
price and the amount Sawyer owed Brown on the note. Thus, as a
result of the failure to delay the accrual of interest, Sawer
woul d have | ost the $66, 000 whet her or not Brown's sons exercised
t he option.

Respondent points out that the Bengals did not submt a
witten request to the NFL to approve Paul Brown's 1983 transfer
of 117 shares of Bengals stock to Sawyer, and the other NFL
owners did not vote to approve the Brown to Sawyer stock
transfer. The Bengals orally notified the NFL that there had

been an ownership change. The NFL constitution and byl aws
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require the NFL Comm ssioner (then Pete Rozelle), not the buyer
and seller, to present the transaction to the NFL owners for
their approval. Rozelle did not submt the transaction to the
NFL owners. Brown and Sawyer each believed that the 1983
transaction conplied with NFL requirenents.

Respondent contends that, despite the 1983 transaction, the
NFL and the Bengal s sharehol ders did not recognize Sawer as the
owner of a majority of the Bengal s stock. Respondent points out
t hat Sawyer never ran the team he was not the voting trustee,
and he did not termnate the voting trust. W disagree that this
shows that Sawyer did not becone the majority sharehol der in
1983. The NFL knew that Sawyer was the majority sharehol der, as
shown by the Septenber 29, 1983, NFL neno relating to the
Bengal s' ownership. Sawyer knew that Paul Brown had the
expertise to nmanage the Bengals. Sawyer reasonably believed that
havi ng Paul Brown manage the team hel ped to protect his
investnment in the team

Respondent argues that these facts show that the parties
actions were inconsistent wwth the formof the transaction. W
di sagree that these points are significant enough to show t hat
Brown and Sawyer did not respect the formof the transaction.

2. Di scussi on of Respondent's Substance Over Form Theory

Respondent points out that the Conm ssioner may | ook beyond
the formof a transaction to see if the formconports with its

substance; and, if it does not, the transaction generally nay be
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taxed according to its substance and not its form Gegory v.

Hel vering, 293 U. S. 465, 469-470 (1935); Mahoney v. United

States, 831 F.2d at 646-647; Patterson v. Comm ssioner, 810 F.2d

562, 570 (6th Gr. 1987), affg. T.C. Meno. 1985-53; Estate of

Shafer v. Conmm ssioner, 749 F.2d at 1221-1222; Schul z v.

Conm ssi oner, 294 F.2d 52, 55-56 (9th Cr. 1961), affg. 34 T.C

235 (1960); 1432 Broadway Corp. v. Conm ssioner, 160 F.2d 885 (2d

Cr. 1947), affg. 4 T.C 1158 (1945); Lee v. United States, 57

AFTR2d 86-1548, 86-1 USTC par. 13,649 (WD. Ky. 1985) (substance
determ nes the character of transactions for purposes of section
2036, regardless of the form, affd. w thout published opinion
815 F.2d 78 (6th Cir. 1987).

Respondent contends that Paul Brown gave the dividends from
his 117 shares to Sawyer for 10 years in exchange for an interest
or a remainder interest, i.e., the option, in Sawer's 212 shares
of stock and that Brown's interest in the 329 shares of Bengal s
stock passed fromBrown to his children. Respondent asserts
that, in substance, Brown bought an interest, e.g., a renainder
interest, in Sawer's 212 shares that passed to Brown's children
fromBrown. W disagree. The record does not support
respondent’'s view that the transaction was in substance a sale of
the stock from Sawer to Brown in 1983. Brown and Sawyer did not
structure the transaction as a sale of stock to Brown in 1983.

There is no evidence that Sawer would have agreed to do so. He
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testified that he enjoyed being the majority sharehol der of the
Bengal s.

Respondent contends that the option to buy the 329 shares of
Bengal s stock covered by the 1983 agreenent was a sham that it
was certain that M ke and Peter Brown would exercise it, and that
the option is in substance a renmainder interest. Respondent
points out: (a) Sawer granted the option, worth at |east $1.8
mllion, to Paul Brown's sons for $1.00; (b) the option price in
1993 ($25,000 per share) was less than the price of the Bengals
stock in 1983 ($30,000 per share); and (c) unlike the 1980 stock
opti on between Paul Brown and Sawyer, the 1983 option did not
permt the parties to change the option price for the stock each
year.

Respondent contends that Paul Brown's sons woul d not have
exercised the option only if the value of the Bengals shares had
fallen fromthe value of one share included in a majority bl ock
in 1983 ($46, 154 to $51, 282 per share)® to | ess than $25, 000 per
share in 1993 to 1996. Respondent contends that it was even nore
certain that Paul Brown's sons woul d exercise the option because

the option price was not adjusted for the tinme val ue of noney.

8 The option price was $25,000 per share for stock which was
part of a control block of stock. Sawer bought 117 shares of
Bengal s stock fromBrown in 1983 for $30,000 per share; the 117
shares were not a control block. Using the $30,000 per share
price for a share of stock not owned in a control bl ock
respondent's expert estimated that a share of stock in a control
bl ock in 1983 woul d cost $46, 154, and petitioner's expert
estimated that it would cost $51, 282.
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Respondent maintains that the stock could not possibly have | ost
t hat much val ue.
We disagree with respondent's contention that the option was

a sham W rejected a simlar contention in Belz Inv. Co. v.

Comm ssioner, 72 T.C. 1209, 1224-1228 (1979), affd. 661 F.2d 76

(6th Gr. 1981), where the Comm ssioner argued that the

t axpayer's exercise of an option was inevitable. The |ease
granted the taxpayer an option to repurchase a notel after 10
years based on the anmpunt the buyer-|essor paid for the notel,
reduced by the excess of rental paynents over a specified anount.
We concl uded that exercise of the option was not inevitable. W
noted that the buyer-lessor negotiated the option price at arnis
length. 1d. at 1226, 1229. Simlarly, the option price in the
i nstant case was negotiated at arms length as part of the 1983
transaction with Sawyer. An option is generally not a shamif
purchased as part of an arm s-length transaction. See Cobb v.

Conmi ssioner, T.C. Menp. 1985-208.

It was not certain in 1983 that Brown's sons woul d exercise
the option. The parties did not know whether the option price
woul d be |l ess than the value of Bengals stock in 10 years and
could not predict events that would occur in those 10 years that
woul d affect the value of the stock. Brown's sons m ght have
deci ded to exercise the option for |ess than 329 shares or not at

al | .
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Respondent argues that the option gave Brown's sons a
remai nder interest in 329 shares of Bengals stock. W disagree.
An option to buy property is not an ownership interest in the

property. Helvering v. San Joaquin Fruit & Inv. Co., 297 U S

496, 498-499 (1936): My v. MGowan, 97 F. Supp. 326, 328-329

(WD. N Y. 1950), affd. 194 F.2d 396 (2d Cr. 1952). When Sawyer
granted the option to Paul Brown's sons he did not give them an
interest or remainder interest in the Bengals stock; he gave them
an option to buy stock.

We rejected the Comm ssioner's argunent that an option was

an interest in the underlying property in Cobb v. Conmm ssioner,

supra. In Cobb, the decedent gave an option to a third party to
buy her farm for $100,000 after she died. The farmwas worth
$270, 000 when decedent died. The Conmi ssioner argued that the
option agreenent was a taxable transfer of the underlying
property itself to the third party. W disagreed, and held that
t he decedent had nmade no inter vivos transfer of the farmor any
interest therein, and that section 2036 did not apply because the
decedent received fair consideration for the option. Because
Sawyer granted the option to Brown's sons in an arm s-1length
agreenent between Paul Brown and Sawyer, we do not disregard the

option.?®

° Respondent does not contend, and we need not deci de,
whet her Brown made a constructive gift to his sons in 1983 when
Sawyer granted themthe option to buy 329 shares of Bengals
st ock.
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G Concl usi on

For the reasons stated above, we hold that section 2036 does
not apply and that one share of Bengals stock is includable in
Paul Brown's estate.

To reflect the foregoing,

Deci sion will be entered

for petitioner.




