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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VWHERRY, Judge: By a statutory notice dated October 11,
2002, respondent determ ned a Federal estate tax deficiency in
t he amobunt of $6,113,583.03 with respect to the estate of Charles
Porter Schutt (the estate). By answer, respondent asserted an
increase in the deficiency of $1,409,884.65. Thereafter, by
anendnent to answer, respondent asserted a further increase in
t he deficiency of $3,595,6513.32 (for a total deficiency of
$11,118,981). After concessions, the principal issue for
decision is whether the fair market value of stock contributed by
Charl es Porter Schutt (decedent) through a revocable trust to
Schutt, |, Business Trust (Schutt I) and Schutt, 11, Business
Trust (Schutt I11) is includable in his gross estate pursuant to
section 2036(a) or 2038.1

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of the parties, with acconpanying exhibits, are
i ncorporated herein by this reference. Decedent was a resident
of the State of Del aware when he died testate on April 21, 1999,

and his will was probated in that State. The co-executors of

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code (Code) in effect as of the date of
decedent’s death, and Rule references are to the Tax Court Rul es
of Practice and Procedure.
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decedent’ s estate both resided in the Commonweal t h of
Pennsyl vania at the tine the petition in this case was fil ed.

General Backgr ound

Decedent was born on February 11, 1911. Decedent |ater
married Phyllis duPont (Ms. Schutt), the daughter of Eugene E
duPont (M. duPont). Decedent and Ms. Schutt had four children,
each of whom subsequently married: Sarah Schutt Harrison,
Carol i ne Schutt Brown, Katherine D. Schutt Streitweiser, and
Charles P. Schutt, Jr. Decedent’s son Charles P. Schutt, Jr.,
and his son-in-law Henry |I. Brown Ill are the co-executors of his
estate. Each of decedent’s four children had children of his or
her own, such that decedent and Ms. Schutt were survived by 14
grandchi | dren.

Hi storically, a significant portion of the Schutt famly
weal t h has been invested in, and a concom tant significant and
steady portion of the famly inconme has been generated by, an
interest in E. |I. du Pont de Nenours and Conpany (DuPont) stock
and Phillips Petrol eum Conpany stock initially obtained from
M. duPont. Throughout the decades, M. duPont, decedent, and
Ms. Schutt have, in the adm nistration of these and ot her
hol di ngs, established a nunber of trusts for the benefit of

t henmsel ves and/or their issue.? In the m d-1980s, the Schutt

2 Various trusts directly pertinent to the instant
l[itigation are described in detail infra in text. Decedent
(continued. . .)
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famly’ s holdings in Phillips Petroleumstock were sold, due to
di ssatisfaction with the managenment of Phillips Petrol eum and
were replaced wth stock in Exxon Corporation.
Trust 3044

During 1940, M. duPont as trustor and WI m ngton Trust
Conmpany (WIC) as trustee entered into a trust agreenent dated
Decenmber 30, 1940 (Trust 3044). |In accordance with this
agreenent, shares of DuPont and Christiana Securities Conpany?
stock were placed in trust for the benefit of Ms. Schutt and her
i ssue. As pertinent here,* Trust 3044 provided that, until Ms.
Schutt’s death, income was to be distributed quarterly to her
i ssue per stirpes, or if none to Ms. Schutt.

Upon Ms. Schutt’s death, the trust corpus was to be divided
into shares, per stirpes, for the benefit of her issue. If such
share was set aside for a living child of Ms. Schutt, the corpus

so allocated was to be held in trust for the child and i ncone

2(...continued)
and/or Ms. Schutt also established at |east three additional
trusts during the 1970s for the benefit of their grandchildren
and the issue of their grandchildren.

3 Christiana Securities Conpany was a hol di ng conpany
established by certain branches of the duPont famly to hold
DuPont stock. The conpany was |ater nmerged into DuPont, and at
tinmes relevant to this proceeding, the corpus of Trust 3044 (or
subtrusts thereunder) included DuPont and Exxon st ock.

* The follow ng explanations in text of the various trusts
pertinent to this litigation are intended to serve as sumaries
of the nost salient provisions. The recitations do not attenpt
to set forth every feature and/or contingency.
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therefromwas to continue to be distributed in quarterly
installments to the child. Upon the child s death, the trustee
was to distribute the corpus free of trust to the child s
descendants, per stirpes, subject to specified age restrictions.

As regards adm nistration, Trust 3044 granted to the
trustee, subject to specified |[imtations, “in general, the power
to do and performany and all acts and things in relation to the
trust fund in the same manner and to the sane extent as an
i ndi vidual m ght or could do with respect to his own property.”
Concerning limtations, the trust agreenent provided for the
appoi ntnment of an “adviser of the trust” (also referred to herein
as a “consent adviser”) by Ms. Schutt and stated that enunerated
powers granted to the trustee shall be exercised

only with the witten consent of the adviser of the

trust; provided, however, that if at any tinme during

t he continuance of this trust there shall be no adviser

of the trust, or if the adviser of the trust shall fai

to communicate in witing to Trustee his or her consent

or disapproval as to the exercise of any of the

af oresaid powers for which exercise the consent of such

advi ser shall be necessary, within twenty days after

Trustee shall have sent to the adviser of the trust, by

registered mail, at his or her |ast known address, a

witten request for such consent, then Trustee is

hereby aut hori zed and enpowered to take such action in

the premses as it, inits sole discretion, shall deem

to be for the best interest of any beneficiary of this

trust.

The specified powers subject to the above consent provision
were the trustee’'s authority: (1) To sell or otherw se dispose

of trust property; (2) to hold cash uninvested or to invest in
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i nconme- produci ng property; (3) to vote shares of stock held by
the trust; and (4) to participate in any plan or proceeding with
respect to rights or obligations arising fromownership of any
security held by the trust.

The trust agreenent recited that any trust established
t hereunder would termnate no |ater than 21 years after the death
of the last survivor of M. duPont, his then-living issue, and
his sons-in-law. At that juncture, any remaining principal was
to be distributed free of trust to the incone beneficiaries
thereof at the tine of the term nation.

By a letter to WIC dated March 11, 1941, Ms. Schutt
appoi nted M. duPont and decedent as advisers of Trust 3044. The
letter further stated that upon the death of either appointee,
t he survivor would act as sole adviser until such tine as
Ms. Schutt appointed another adviser. M. duPont died on
Decenber 17, 1966, and decedent renmi ned as sole adviser with
respect to Trust 3044 and trusts created thereunder, a position
he continued to hold at the tinme of his own death on April 21,
1999.

Ms. Schutt died on August 5, 1989. Upon her death, Trust
3044 was divided into separate trusts for the benefit of her four
children. These trusts are referred to as Trusts 3044-1, 3044-2,

3044-3, 3044-4, 3044-5, 3044-6, 3044-7, and 3044-8.
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Decedent’s and Ms. Schutt’'s daughter Katherine D. Schutt
Streitwei ser died of |eukem a on March 27, 1993. At that tine,
she was the current beneficiary of Trusts 3044-3 and 3044-7. In
accordance wth the provisions of those trusts, the assets held
therein were distributed outright to her children.

Trust 2064

Ms. Schutt’s death was also significant wwth respect to the
structure of two additional trusts directly pertinent to this
litigation. By neans of a trust agreenent dated Cctober 6, 1934,
bet ween M. duPont and WIC, M. duPont conferred upon Ms. Schutt
a limted power of appointnment over what is referred to as Trust
2064. Under her will dated Decenber 1, 1988, as anended by a
first codicil dated January 25, 1989, Ms. Schutt exercised this
power of appointnent. These docunents provided that the property
subject to the power was to be held in trust by WIC. At
Ms. Schutt’s death and after the distribution of $1,000 to each
of her surviving children, the bal ance of the trust was to be
di vided into shares, with one share set aside for each surviving
grandchild and one share set aside for the then-living issue (as
a group) of any grandchild who predeceased her but left surviving
i ssue.

Any share set aside for a predeceased grandchild was to be
distributed free of trust to that grandchild s issue, per

stirpes, subject to the mnor’s trust provision set forth in the
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wll. The shares set aside for grandchildren who survived Ms.
Schutt were to be held as a single trust, fromwhich net incone
was to be distributed quarterly in equal shares to each
grandchild until the youngest such grandchild achieved the age of
40. Trust 2064 was to termnate on the earlier of (1) the date
t he youngest grandchild living at Ms. Schutt’'s death reached 40,
(2) the death of all grandchildren Iiving at Ms. Schutt’s death,
or (3) the date 21 years after the death of the last survivor of
the issue of Ms. Schutt’s grandfather, Al exis Irenee duPont,
living on Cctober 6, 1934. Trust property remaining at
termnation was to be distributed, if any such persons survived,
in equal shares to the incone beneficiaries thereof.

As pertains to the adm nistration of Trust 2064,
Ms. Schutt’s will provided a representative listing of powers
granted to the trustee, subject to specified [imtations. More
specifically, the will provided for an adviser of the trust (also
referred to herein as a “direction adviser”), and appointed
decedent as the initial direction adviser, a position he
continued to hold until his death. A commttee nmade up of
Ms. Schutt’s daughter-in-law Katherine Draper Schutt and son-in-
law Henry |I. Brown Il was designated to succeed decedent in this
role. Regarding the direction adviser, the will stated, in
rel evant part:

| direct the trustee of each trust created in this
WIl to exercise the powers granted to it * * *|
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relating to buying, selling, |easing, exchanging,

nort gagi ng, or pledging property held in such trust,
and participation in incorporations, reorganizations,
consolidations, |iquidations, or nmergers, only upon the
witten direction of the advisor of such trust or of
the Commttee, as the case may be.

* * * * * * *

Not wi t hst andi ng the previous provisions of this
Article, if at any time during the adm nistration of
any trust hereunder, the advisor or Commttee fail to
communicate in witing to Trustee any direction or
di sapproval with respect to Trustee' s exercise of any
power requiring the direction of the advisor or
Commttee within fifteen (15) days after trustee has
sent a witten request for such direction to the
advisor’s or Commttee nenbers’ |ast known address by
regi stered or certified mail (but Trustee shall not be
required to take the initiative to seek any such
direction), then Trustee is authorized to take such
action in the matter as it, in its sole discretion,
deens appropri ate.

The will further directed that the direction adviser and
Comm ttee nmenbers exercise their functions in a fiduciary
capacity.

Trust 11258-3

As previously indicated, Ms. Schutt’s death was al so
significant with respect to the structure of a second trust
directly relevant to the factual background of this proceeding.
On January 16, 1976, Ms. Schutt had established a revocabl e
trust, which was subsequently anmended by suppl enental trust

agreenents dated April 9, 1976, June 6, 1979, Decenber 30, 1982,
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and Decenber 1, 1988.° At Ms. Schutt’s death, follow ng paynent
of certain cash bequests, the corpus of the revocable trust was
divided into three trusts: (1) Amarital trust; (2) a
generation-ski pping transfer tax exenption trust (GST trust); and
(3) a residuary trust. WC becane trustee of these trusts, the
GST portion of which is also referred to as Trust 11258-3.

The marital trust was to be funded with the “marital
deducti on anount”, an anount which, taking into account
appl i cabl e provisions of the Code, resulted in a taxable estate
of $2.5 mllion, less the anbunt of any adjusted taxable gifts.
During decedent’s |ife, he was to receive net incone therefrom
and so nmuch of principal as he requested. At his death,
remai ni ng corpus was to be distributed according to the exercise
of a power of appointnent granted to decedent. |n absence of an
exercise of this power, and after taking into account specified
provisions relating to paynent of taxes and expenses, renaining
marital trust assets were to be added to the residuary trust.

The GST trust was to be funded with property equal in val ue
to the maxi mum anmount then available to Ms. Schutt under the
generation-ski pping transfer tax exenption set forth in the Code.

The trustee was authorized, inits sole discretion, to distribute

> One of the parties’ stipulations contains a m staken
reference to the date of the final supplenental trust agreenent
as Sept. 1, 1998. Elsewhere in the sane stipulation, as well as
in the acconpanying exhibit, the correct date of Dec. 1, 1988, is
refl ected.
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net income and principal to Ms. Schutt’s issue nore renote than
children for their support, maintenance, education, care, and
wel fare. The GST trust was to termnate 110 years after becom ng
irrevocable, at which tinme the property was to be distributed
free of trust to Ms. Schutt’s then-living issue, per stirpes.

The remai ning assets of the revocable trust were to be
pl aced into the residuary trust. A share of the residuary trust
was set aside for each of Ms. Schutt’s four children. Subject
to certain differences not material here, each child was given a
lifetime incone interest in, and a limted testanmentary power of
appoi ntment over, his or her share. 1In default of any such
appoi ntnent by the child, the trustee was directed upon the
child s death to distribute the assets free of trust to the
child s then-living issue, per stirpes. Ms. Schutt’s son,
Charles P. Schutt, Jr., was also authorized to withdraw up to
one-third of the value of his share upon request.

Wth respect to adm nistration, the trust indenture provided
for powers to the trustee and a direction adviser or commttee in
terms substantially identical to those contained in Trust 2064.
Ms. Schutt was naned as the initial direction adviser. She was
succeeded at her death in that role by decedent, a position he
hel d until his own death. Katherine Draper Schutt and Henry 1I.
Brown Il were again nanmed as the nenbers of the commttee to

succeed decedent.



-12-

Revocabl e Trust

Li ke Ms. Schutt, decedent on January 16, 1976, had
established a revocabl e trust, subsequently anmended by
suppl enental trust agreenents dated April 9, 1976, June 6, 1979,
Decenber 30, 1982, Decenber 1, 1988, January 24, 1989, July 18,
1989, April 6, 1990, May 4, 1994, May 20, 1994, Decenber 10,
1996, and May 21, 1997 (Revocable Trust). The Revocabl e Trust
was initially funded with |ife insurance policies on decedent’s
life and with various holdings in common stock. Decedent, Henry
|. Brown IIl, and Charles P. Schutt, Jr., were naned as co-
trustees, positions they held until decedent’s death, at which
time Henry |I. Brown |1l and Charles P. Schutt, Jr., continued as
successor co-trustees.

As anended, the trust agreenent nmade the foll ow ng
provisions with respect to distributions. During decedent’s
life, he was to receive all net inconme of the trust and so nuch
of the principal as he requested in witing at any tinme. At
decedent’ s death, specified cash bequests were to be made to
named beneficiaries. Remaining corpus was to be divided into
three trusts: (1) A charitable lead trust; (2) a so-called
special trust; and (3) a residuary trust.

The charitable |l ead trust provided for a charitable | ead
unitrust term beginning on the date of decedent’s death and

term nating 25 years thereafter, and for a unitrust anmount to
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charity annually of 5 percent of the value of the trust assets.
The total value of the trust fund was to be an anount which woul d
produce a charitable deduction for the charitable |ead trust
sufficiently large to | eave a taxable estate equal to decedent’s
unused generati on-ski pping transfer tax exenption. At the
termnation of the charitable interest, specified amunts were to
be distributed to grandchildren born after Ms. Schutt’s death
and to then-living issue of any predeceased grandchild.

Assets not distributed under the just-described provisions
were to be held in trust and to be paid at the sole discretion of
the trustee for the support, naintenance, education, care, and
wel fare of then-living grandchildren of decedent and then-1iving
i ssue of any grandchild dying prior to the term nation of the
charitable lead. This trust was to term nate upon the earlier of
the death of decedent’s last-surviving grandchild or 110 years
after decedent’s death. At that tinme, the corpus was to be
distributed outright, per stirpes, to decedent’s then-1living
great-grandchildren and to i ssue of any predeceased great-
grandchi | d.

The special trust was to be created by setting aside $2
mllion. Until the death of the last to die of decedent’s
children, incone could be paid to any then-living child in the
di scretion of the trustee, so long as the trustee was not a child

of decedent. Following the death of the last to die of
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decedent’s children, the trustee was to pay annually to the
University of Virginia an annuity equal to 4 percent of the val ue
of the special trust on the date of the last child s death.
Throughout the trust’s term principal could be used for the
full-time undergraduate college tuition of the issue of any of
decedent’s children. Unless earlier exhausted, the special trust
was to termnate 90 years after the death of the |last grandchild
living at decedent’s death, at which tinme the corpus was to be
distributed free of trust to the University of Virginia.

The remai ning assets of the revocable trust were to be
pl aced into the residuary trust. A share of the residuary trust
was to be set aside for each of decedent’s three living children
and the issue per stirpes of his predeceased daughter. Each
primary beneficiary was given a lifetine incone interest in, and
alimted testanmentary power of appointnment over, his or her
share. In default of any such appointnment, the trustee was
di rected upon the beneficiary’'s death to distribute the assets
free of trust to the beneficiary’s then-living issue, per
stirpes. Decedent’s son was al so authorized to w thdraw
princi pal not in excess of one-third of the value of his share
upon request.

Schutt Family Limted Partnership

In addition to the foregoing trusts, decedent and two of his

children, Charles P. Schutt, Jr., and Caroline Schutt Brown, on
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Decenber 23, 1994, created the Schutt Famly Limted Partnership.
On behalf of hinself and the two children, decedent contri buted
to the partnership Al abanma tinberlands,® securities, and cash.
In return for these contributions (or deened contributions), the

partners received units in the entity representing the foll ow ng

interests:
Charles Porter Schutt: 5- percent general partnership interest
82.112-percent limted partnership interest
Charles P. Schutt, Jr.: 1-percent general partnership interest
5.444-percent limted partnership interest
Carol i ne Schutt Brown: 1- percent general partnership interest

5.444-percent limted partnership interest

Thereafter, decedent began meking annual gifts of limted
partnership interests, apparently intended to qualify for the
excl usi on under section 2503(b), to certain of his children,
their spouses, and their children.

Decedent’s Lifestyle and Health

At sone tinme after his first wwfe’s death and prior to My
of 1994, decedent remarried, and he remained married to Geta
Brown Layton-Schutt at the tinme of his death. During the 1995

t hrough 1998 period, decedent |led an active lifestyle. This

6 Decedent had acquired interests in Al abama tinberl ands
with two of his brothers-in-law during the 1960s. Portions of
decedent’s interests in the tinberlands and rel ated operations
were placed in trust in 1971, see supra note 2, portions were
used in funding the Schutt Fam |y Limted Partnership, and stil
ot her portions continued to be owned outright by decedent at his
deat h.
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lifestyle included extensive traveling, boating, hunting, and
soci ali zing, and decedent renmmined at his residence in

W I m ngton, Del aware, only about 50 percent of the tinme. For

i nstance, during the 1995 through 1998 period, decedent made
regular visits to Vredenburgh, Al abama, to oversee both a working
farm he owned there and Schutt famly tinberlands in the
vicinity. He also traveled to, inter alia, England, Turkey,
China, Russia, and Africa, and he spent a substantial anount of
time cruising the Chesapeake Bay area on his yacht.

When at his honme in WI mngton, decedent typically spent
nmor ni ngs during the work week at the Carpenter/ Schutt famly
office’ reviewing investnment literature, followed by lunch at the
Wl mngton Cub (a social club), followed by a return to the
famly office for additional investnent research. Decedent
subscribed to a buy and hold investnent philosophy, as had his
father-in-law, M. duPont.

Thi s phil osophy enphasi zed the acquisition of stock in
qual ity conpanies that woul d provide both incone and val ue
appreci ati on, which would then be held for the long term In
particul ar, decedent, |ike M. duPont before him stressed

mai ntaining the famly’'s | arge hol dings in DuPont and, dependi ng

" Ms. Carpenter and Ms. Schutt were both daughters of
M. duPont. Since at least the early 1970s, the two famlies had
mai ntained a joint famly office wwth staff overseeing and
assi sting in business and personal matters for famly nenbers.
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on the tinme franme and absent drastic circunstances, Phillips or
Exxon. Over the years, decedent also on numerous occasions
expressed concern about famly nenbers selling DuPont or Exxon
shares, and he was di spl eased with such sal es nade by
grandchil dren during the 1990s.

During the 1996 through 1998 period, decedent was under the
regular care of his famly physician and a cardiologist in
W I m ngton, Delaware, and of another fam |y physician in Canden,
Al abama. Decedent’s health history during the period included
coronary artery di sease, congestive heart failure,
hyperli pi dem a, hypertension, renal insufficiency, and gout. On
Novenber 29, 1996, decedent was admtted to the hospital
conpl ai ning of shortness of breath. He was rel eased on Decenber
5, 1996, after receipt of fluids, nonitoring, and adjustnent of
his nedication. He was also admtted briefly to a hospital in
Canden, Al abama, on January 6, 1998, because of sim/lar nedical
pr obl ens.

Schutt | and |1

During late 1996 or early 1997, decedent and two of his
princi pal advisers, Stephen J. D nneen and Thomas P. Sweeney,
began di scussi ons concerning the transfer of assets out of the
Revocabl e Trust to another investnent vehicle. M. D nneen was a
certified public accountant who was in charge of accounting and

tax work and served as the office manager for the
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Carpenter/ Schutt famly office. Anmong other things, he advised
Schutt famly nenbers on investnment and business matters and had
been enployed by the famly since 1973. M. Sweeney, a nenber of
the law firm Ri chards, Layton & Finger, P.A, during this period
served as decedent’s attorney on tax and estate planning matters.
Decedent had been a client of M. Sweeney since 1967.

Anmong the considerations providing an inpetus for this

potential restructuring of decedent’s assets, M. Sweeney and/or
M. Dinneen recall discussing: (1) Decedent’s concerns regarding
sales by famly nenbers of core stockhol dings and his desire to
extend and perpetuate his buy and hol d i nvest nent phil osophy over
famly assets; (2) the need to devel op another vehicle through
whi ch decedent could continue to make annual exclusion gifts due
to exhaustion of available units in the famly limted
partnership for this purpose; and (3) the possibility of
val uation discounts. Followng the initial discussions with
decedent, M. Sweeney and M. Dinneen undertook to investigate
possible alternative entity structures for decedent’s assets.
Over the course of the next 15 nonths, a process of neetings,
di scussions, and research, extensively docunented in letters,
menor anda, and notes, took place and culmnated in the formation
of Schutt I and Il on March 17, 1998.

On January 27, 1997, M. Sweeney sent to M. Dinneen a

| etter enclosing a nmenorandum entitl ed “CONSI DERATI ONS RELEVANT
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| N CHOOSI NG BETWEEN A FAM LY LI M TED PARTNERSHI P, A LI M TED
LI ABI LI TY COVPANY, AND A DELAWARE BUSI NESS TRUST”.® The
menor andum first summari zed characteristics, benefits, and
probl ens associated with each entity, including potential
transfer tax savings and the problemof being classified as an
“i nvestnent conpany” within the neaning of section 721(b). The
second half of the nenorandum was then devoted to a nore extended
di scussion of valuation discounts for estate planning purposes.
In the cover letter, M. Sweeney recommended use of “a Del aware
busi ness trust because this would avoid the inplications of an
i nvest ment conpany since what is to be transferred is a
diversified portfolio of marketable securities being transferred
by one person.” He al so expressed general observations regarding
the types of discounts that could be available “If Porter died
owni ng a substantial portion of the interest” in the entity and
noted the need for a qualified appraiser to determ ne the precise
anount of the discount.

On February 3, 1997, M. Sweeney net with decedent and
M. Dinneen to further discuss entity formation issues raised in

the January 27 letter. Upon review ng the nmenorandum M.

8 During the 1997 to early 1998 period, a Del aware busi ness
trust was formed pursuant to the Del aware Business Trust Act,
Del. Code Ann. tit. 12, secs. 3801-3822 (Supp. 2004). Effective
Septenber 1, 2002, the Del aware Busi ness Trust Act was repl aced
by the Del aware Statutory Trust Act, Del. Code Ann. tit. 12,
secs. 3801-3826 (Supp. 2004).
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D nneen had conme up with the idea of creating a Del aware busi ness
trust in which decedent held a mnority interest and served as
trustee, while the remaining interests would be held for the
benefit of his children and grandchildren by WIC trusts of which
decedent was the direction or consent adviser. The participants
agreed to pursue this idea, and decedent authorized M. Sweeney
to contact representatives of WIC to discuss the joint creation
of a business trust. They also reviewed at the neeting a
conputation prepared by M. D nneen reflecting the estinmated
difference in Federal estate tax and net inherited anount under
decedent’ s current estate plan and under a plan where a portion
of his assets would be placed into an entity subject to mnority
and marketability discounts.

In early February 1997, on decedent’s behalf, M. Sweeney
met with representatives of WIC to determ ne whet her the conpany
woul d consi der being involved with decedent in formng a Del aware
busi ness trust and, if so, under what conditions. Specifically,
on February 5, 1997, M. Sweeney net with George W Helne 1V,
senior vice president and head of the trust departnent of WC
M. Helne indicated that, in concept, the conpany was wlling to
participate, and he directed M. Sweeney to speak with the | egal
staff of the trust departnent regarding details. M. Sweeney
reported these devel opnents to decedent in a letter dated

February 6, 1997.
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On February 10, 1997, M. Sweeney sent a nenorandumto
Kat hl een E. Lee, another attorney at his firm asking her to
research certain issues with respect to the potential business
trust transaction. He also sunmarized therein as foll ows:

The present concept that is being considered is
that Porter would put up $40 mllion of his portfolio,
and between trusts 2064 and 3044-5, 3044-6 and 3044-8,
the WIm ngton Trust Conpany woul d put up approxi mately
$42 mllion. The net effect would be that Porter’s
funded revocable trust would then have a mnority
interest in the business trust, and possibly at
Porter’s death, we could obtain both |ack of
marketability and mnority interest discounts with
respect to Porter’s interest in the Del aware busi ness
trust.

He further noted: “it is anticipated that Porter Schutt wll at
sone time in the not too distant future after the transaction is
i npl emented comrence to give away to his children in the form of
taxable gifts interests in the Del aware business trust.”

Ms. Lee responded to the follow ng four questions by
menor andum dat ed March 5, 1997

1. I f our client and the WI m ngton Trust
Conmpany contribute investnent portfolios consisting of
mar ket abl e securities into a Del aware Busi ness Trust,
woul d such contributions give rise to investnent
conpany status under 8 721(b) of the Internal Revenue
Code of 1986, as anended (the “Code”) such that a
realization of gain nust be recogni zed upon the
creation of the Del aware Business Trust?

2. Can the Del aware Busi ness Trust make an
el ection under 8 754 of the Code to increase basis in
t he underlying assets of the Del aware Busi ness Trust?

3. How shoul d t he Del aware Busi ness Trust be
structured so that the entity will continue after the
death of our client?
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4. What val uation discounts should be given for

a mnority interest and a |lack of marketability in a

Del awar e Busi ness Trust which consists solely of a

portfolio of marketable securities?

During the period March through August 1997, M. Sweeney
continued di scussions with WIC concerning the formation of a
Del awar e business trust to hold certain of the assets of the WIC
trusts and the Revocable Trust. These discussions began with a
nmeeting that took place on March 4, 1997, between Cynthia L
Corliss, Mary B. Hi ckok, and Neal J. Howard, who attended the
nmeeti ng on behalf of the trust departnment |egal staff of WIC, and
M. Sweeney. Subsequent to this neeting, M. Sweeney received a
menor andum from Ms. Corliss, Ms. Hi ckok, and M. Howard, dated
March 6, 1997, stating initial concerns of WIC regardi ng use of a
busi ness trust. Specifically, the nmenorandum expressed desire on
the part of WIC. (1) To ensure that none of the WIC trusts woul d
be subjected to tax on built-in capital gains attributable to
sal es of assets contributed by the Revocable Trust or any other
WIC trust; (2) to structure the business trust so that WIC and
decedent remained in the sane relative positions as then enjoyed
W th respect to control over investnent decisions; (3) to obtain
consents fromexisting beneficiaries of the WIC trusts agreeing
to formation of the business trust; and (4) to have all assets of
t he business trust held in a WIC cust ody account.

Thereafter, M. Sweeney and attorneys at his firm undertook

to research and address the concerns raised by WIC. For
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i nstance, at M. Sweeney’'s direction, Cynthia D. Kaiser analyzed
potential securities |aw issues attendant to the proposed
transaction and Julian H Baumann, Jr., researched partnership
income tax matters broached in WIC s March 6, 1997, nenorandum
In addition, discussions and negotiati ons between M. Sweeney and
WIC representatives, in which M. Howard took the |ead role on
behal f of WIC, continued in the formof letters, tel ephone
conversations, and other neetings. M. Sweeney and M. D nneen
al so communi cated regul arly about issues that arose, as phrased
in one letter, “in connection with our pursuing the Del aware
business trust for Porter and his famly in order to nake certain
that those entities wth respect to which Porter has investnent
responsibility are being nmanaged in a consistent manner.”
Decedent was |ikew se kept infornmed regarding the status of the
di scussions and negoti ations. For exanple, a letter to decedent
fromM. Sweeney, dated July 14, 1997, explained as foll ows:
| apol ogi ze for the delay in getting to you this

| etter which outlines the structure for a Del aware

business trust. There are still a nunber of issues

whi ch need to be addressed and worked through with the

W m ngton Trust Conpany, and we will proceed to have

further discussions with themin this regard.

The purpose of the Del aware business trust would

be to have under one docunent all of the trust assets

of which you are either the direction or consent

i nvestment advisor, including a substantial portion of

your own portfolio presently held in your funded

revocable trust. In this manner, there could be a

consi stent investnent policy with respect to the assets
in which the Schutt famly has an equitable interest
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and thus provide a vehicle through which a nore
coordi nated investnment policy can be adm ni stered.

The first major issue which needs to be addressed
and with respect to which hopefully Steve D nneen can
provide the detailed information fromthe WI m ngton
Trust Conpany reports fromthe various trusts is to
make certain that going into a Del aware busi ness trust
does not create a taxable transaction. The critical
thing is to make certain that the creation of the
busi ness trust does not constitute “an investnent
conpany” in the context of the pertinent provisions of
the Internal Revenue Code. * * *

* * * * * * *

Structurally, it would be proposed that you be
named as the initial trustee of the Del aware busi ness
trust with perhaps the WI m ngton Trust Conpany bei ng
t he successor trustee, and that the business trust have
per petual existence which would not be term nated or
revoked by a beneficial owner or other person except in
accordance wth the terns of its governing instrunment.
In addition, it should provide that death, incapacity,
di ssolution, term nation or bankruptcy of a benefici al
owner will not result in the termnation or dissolution
of the business trust except to the extent as otherw se
provided in the governing instrunment of the business
trust.

W& woul d propose that investnent decisions would
be those recomended by you, subject to review by the
W m ngton Trust Conpany, and that your view would
control based on the terns of the various trusts which
woul d become partici pants.

In the event of term nation of one of the trusts
investing in the Del aware business trust occurs, then
t he assets which would be distributed to the persons
entitled to the beneficial [sic] would be interests in
t he Del awar e busi ness trust which would continue in
exi stence as noted above.

The issue raised in the March 6 WI m ngton Trust
Conpany nmeno pertaining to separate sections of the
Del awar e business trust so that certain trusts are not
subject to a share of the capital gains generated by
other sales is of concern because it appears that that
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woul d be inconsistent with the normal treatnment of
i nvest ment partnerships for tax purposes. * * *

In addition to the foregoing, we have exam ned
certain federal and Del aware security |aw aspects of
creating such a business trust. There may be both
state and federal filing requirenents to consider.
However, these requirements will be sonmewhat |imted if

it can be illustrated that each investor is a “credited
i nvestor,” * * %

Once we are certain that you are in agreenment with
structuring the business trust as generally indicated
above, then we will go back to the WI m ngton Trust
Conpany and try to work out with themin nore detai
the issues they have raised and the proposed sol utions
in connection therewth.

On August 27, 1997, M. Sweeney net with M. D nneen and
decedent to review whether, given the prelimnary work conpl eted
to date, decedent was willing to proceed with the transaction.
Decedent indicated a wllingness to do so, but during the
meeting, several points were enphasized: (1) The trust shoul d be
structured so as to avoid the “investnent conpany probleni; (2)
decedent wished to be the trustee, wth his son, son-in-law, and
per haps even their w ves as successor trustees; (3) decedent
wanted to ensure that fees to be received by WIC for serving as
both trustee of the WIC trusts and custodi an of the business
trust assets would not result in “double dipping” and thereby
exceed fees currently being charged; (4) the trust arrangenent

shoul d be such that only precontribution gain, and not

postcontribution gain, was allocated solely to the contributing
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trust; and (5) decedent desired to retain final say on investnent
deci sions, although WIC could be permtted sone invol venent.

Shortly thereafter, on Septenber 4, 1997, M. Sweeney net
with M. Howard and Ms. Hickok of WIC. The followi ng i ssues were
anong those addressed at this conference. (1) Wth respect to
the burden of capital gains tax on future asset sales, M. Howard
and Ms. Hickok clarified that the concern previously raised
focused on precontribution gain, and they agreed that operative
partnership tax rules under section 704 resolved their concerns.
(2) I'n connection with fulfilling fiduciary duties, M. Howard
and Ms. Hickok indicated a desire to obtain consents from
beneficiaries of various WIC trusts participating in the business
trust transaction. (3) As to the investnent conpany issue, the
participants di scussed the stock concentrations within the
rel evant portfolios and broached as a topic for further research
whet her contributing only DuPont stock to the business trust
could avoid the problem (4) Regarding the length of the trust’s
exi stence, the WIC representatives expressed interest in a 30- to
40-year term while M. Sweeney suggested at |east a 40- to 50-
year term (5) On the matter of investnent decisions, M.
Sweeney stressed that decedent wanted the trust structured so
that he would have the final vote and control, to which M.
Howard and Ms. Hickok ultimately agreed so |long as WIC had sone

input. (6) Lastly, as to WIC s fees, M. Howard and Ms. Hi ckok
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agreed that with respect to assets contributed by the WIC trusts,
t he conbi ned custodi an and trustee fees woul d not exceed current
charges. However, they indicated that “new’ fees would be
charged for custody of stock contributed by decedent’s Revocabl e
Trust. M. Sweeney indicated that this issue would have to be
anal yzed further and negoti at ed.

M. Sweeney reported the foregoing to decedent in a letter
dated Septenber 5, 1997, and al so on that date requested that
Ms. Lee research certain of the issues raised. On Septenber 22,
1997, M. Sweeney sent a further letter to decedent indicating
that contribution of only DuPont stock to the business trust
appeared, based on the research perforned, to avoid the
i nvest ment conpany problem M. Sweeney asked decedent to
consi der whet her proceeding on that basis would acconplish his
obj ecti ves.

During late 1997, discussions continued between M. Sweeney
and WIC representatives, with M. Sweeney maki ng several
proposal s to address WIC concerns. In particular, follow ng
anal ysis by M. D nneen of holdings of the various trusts,

M. Sweeney proposed that, in order to avoid characterization as
an investnment conpany for incone tax purposes under section
721(b), two separate business trusts be created. One would hold
excl usi vely DuPont stock, and the other would hold only Exxon

shar es.
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WC, in a Novenber 26, 1997, letter to M. Sweeney,
ultimately agreed to structure the transactions as M. Sweeney
proposed, subject to enunerated conditions: (1) WC would have
the opportunity to review the business trusts to ensure they were
in a formsatisfactory for WIC to proceed; (2) all adult
beneficiaries of the WIC trusts woul d execute a consent form to
whi ch a copy of the business trusts would be attached, “whereby
t hey acknow edge and consent to the trusts’ investing in the
busi ness trusts and that they recognize that the business trusts
may | ast beyond the term nation date of the trusts of which they
are a beneficiary”; and (3) business trust assets woul d be placed
in custody with WIC, with fees charged as set forth in an
attached Novenber 25, 1997, proposal.

M. Sweeney comuni cated these conditions to decedent, and
negotiations continued with respect to the fee arrangenent. For
i nstance, decedent requested that the proposed fee agreenent be
anmended: (1) To provide clearly that WIC s conm ssions as
custodi an of the business trust assets would not exceed the fees
| ost on trustee fees fromthe participating trusts, and (2) to
address the ability of the trustee of the business trusts to
change the custodian if WIC were to be acquired by anot her bank.
WC agreed to nmake changes addressi ng these concerns.

Al so during Decenber of 1997, drafts of the business trusts

were prepared and circul ated for comment anongst decedent, his
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advisers, and WIC. M. Sweeney had initially asked Ms. Lee to
begin drafting the docunents in a Novenber 14, 1997, nmenorandum
that set forth details regarding certain provisions to be
i ncluded. Regardi ng purpose, the nenorandum st at ed:
You will recall that the purpose of the two

Del aware business trusts is to preserve and coordi nate

Porter Schutt’s investnent phil osophy with respect to

those trusts over which he has either direction or

consent investnent advice of which the WI m ngton Trust

Conpany is trustee, as well as his own funded revocabl e

trust. Over the years, Porter Schutt has devel oped a

buy and hol d phil osophy which has been quite

successful, and he is anxious to have that phil osophy

preserved for his famly for the future.

In a January 6, 1998, tel ephone conversation, M. Howard
poi nted out, along with several mnor drafting errors, what he
considered to be a significant substantive problemw th the
provision then included in the trust docunents regarding
distributions. The initial drafts of the trust stated that net
cashfl ow woul d be distributed at such tinmes and in such anmounts
as determned by the trustee in his discretion. WC wanted the
trusts to provide for distribution of net cashflow at | east
annual ly. M. Sweeney thought that quarterly distributions could
accord with decedent’s original intent, and the docunents were
revised to so provide, for further review by the participants.

By a letter dated January 9, 1998, WIC confirned its
agreenent with the formand content of the Schutt | and Schutt 11

i ndentures, and work proceeded to prepare and finalize the

beneficiary consent docunments. Like the trusts, the consents
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were circulated for coment and revision. M. Sweeney sent a
draft consent to decedent on January 23, 1998, under a cover
letter sunmarizing the rationale for certain provisions, e.g.,

we have included a recital to the effect that you wll

be contributing DuPont and Exxon stock out of your

trust to the respective Business Trusts which clarifies

that this is really a famly matter and a nethod of

preserving the investnent philosophy you have devel oped

whi ch has been so successful for the famly.
M. Howard subsequently suggested on behalf of WIC that the
consents indicate the percentage of the participating trust’s
assets being contributed to the business trusts so that the
beneficiaries would have a cl earer understanding of the inpact of
the investnents on their beneficial interests. Decedent agreed
to this nodification

The finalized consent forns, acconpani ed by copies of the
busi ness trust agreenents, were circulated to the beneficiaries
for signature on February 12, 1998. The forns provided that the
beneficiaries consented to the contribution of certain securities
to the business trusts and rel eased WIC and decedent “from any
and all action, suits, clains, accounts, and demands * * * for or
on account of any matter or thing nade, done, or permtted by the
Advi sor or the Trustees in connection with the contribution of
securities to the Business Trusts.” All living beneficiaries of
Trusts 2064, 3044-1, 3044-2, 3044-5, 3044-6, 3044-8, and 11253-3

executed the consent and release forns in February and early

March of 1998.
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The trust agreenents for Schutt | and Schutt Il were signed
on March 11, 1998, by WIC as trustee for Trusts 2064, 3044-1,
3044-2, 3044-5, 3044-6, 3044-8, and 11258-3 and were signed on
March 17, 1998, by decedent, Charles P. Schutt, Jr., and Henry I.
Brown Il as trustees of the Revocable Trust. On or about March
30, 1998, a Form SS-4, Application for Enployer ldentification
Nunmber, was signed and thereafter filed with the Internal Revenue
Service for each business trust. Simlarly, on April 1, 1998, a
Certificate of Business Trust Registration for each Schutt | and
Schutt Il was filed with the Ofice of the Secretary of State for
the State of Del aware.

Fundi ng of the business trusts began in March of 1998 and
est abl i shment of a WIC account for each business trust, with the
account for Schutt | holding the DuPont securities and the
account for Schutt Il holding the Exxon securities, was conpleted
at least by md-April. The custody agreenents for the business
trusts were executed by decedent and a representative of WIC on
April 1, 1998. As a result of the funding, the follow ng capita
contributions were nade, and proportionate percentage interests

received, in Schutt | and Schutt I1:
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SCHUTT |
Uni t DuPont Monet ary Per cent age
Hol der Shar es Val ue | nt er est
Revocabl e Trust 472, 200 $30, 752, 025. 00 45, 236
Trust 2064 108, 000 7, 033, 500. 00 10. 346
Trust 3044-1 19, 098 1, 243, 757. 25 1.830
Trust 3044-2 23,670 1, 541, 508. 75 2.268
Trust 3044-5 132, 962 8, 659, 150. 25 12. 738
Trust 3044-6 132, 962 8, 659, 150. 25 12. 738
Trust 3044-8 132, 960 8, 659, 020. 00 12. 737
Trust 11258-3 22,000 1,432, 750. 00 2.108
Tot al s 1, 043, 852 67, 980, 861. 50 100
(rounded)
SCHUTT 11
Uni t Exxon Monet ary Per cent age
Hol der Shar es Val ue | nt er est
Revocabl e Trust 178, 200 $11, 237, 737. 50 47. 336
Trust 2064 156, 000 9, 837, 750. 00 41. 439
Trust 3044-5 11, 418 720, 047. 63 3.033
Trust 3044-6 11, 418 720, 047. 63 3.033
Trust 3044-8 11, 418 720, 047. 63 3.033
Trust 11258-3 8,000 504, 500. 00 2.125
Tot al s 376, 454 23, 740, 130. 39 100
(rounded)

The val ues of the shares and resultant percentage interests were

cal cul ated based on the average of the high and | ow prices for

the stock on March 17, 1998, the effective date of the business
trust agreenents.
At the tinme Schutt | and Schutt Il were forned, decedent

owned assets not contributed to the business trusts with a fair

mar ket val ue of approxi mately $30, 000, 000. These assets

i ncluded, without limtation, marketable securities, Al abam
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ti mberland, cattle, investnents in partnerships, a one-third
undi vided interest in South Carolina real estate, residential
real estate |ocated in Del aware and Al abama, and tangi bl e
personal property.

The trust agreenments for Schutt | and Schutt Il entered into
as of March 17, 1998, were substantially identical and set forth
t he governing provisions for the entities. The agreenents
recited an intent to create a Del aware business trust, to be
classified as a partnership for Federal inconme tax purposes. The
stated purpose of the trusts was

to engage in any |awful act or activity for which

busi ness trusts may be formed under the Act [Del aware

Busi ness Trust Act, Del. Code Ann. tit. 12, secs. 3801-

3822], including the ownership and operation of every

type of property and business, and the Trust may

performall acts necessary or incidental to the

furtherance of such purpose.

The trust agreenments were to be governed by and interpreted in
accordance with the laws of the State of Del aware.

Decedent was naned as the initial trustee, with his termto
continue until his death, resignation, or adjudged inconpetence.
Charles P. Schutt, Jr., Henry |I. Brown IIl, and Caroline S
Brown, in that order, were designated successor trustees. |If
none of the naned successor trustees was able or willing to
serve, an individual resident in the State of Delaware was to be

selected by the vote of unit holders holding at | east 66 percent

of the interests in the trust.
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As regards powers of the trustee, the agreenments provided
general ly:

Subject to the express limtations herein, the business

and affairs of the Trust shall be managed by or under

the direction of the Trustee, who shall have full,

excl usive and absol ute power, control and authority

over the Property and over the business of the Trust.

The Trustee may take any actions as in his or her sole

j udgnent and di scretion are necessary or desirable to

conduct the business of the Trust. This Agreenent

shall be construed with a presunption in favor of the

grant of power and authority to the Trustee. * * *

The agreenents then enunerated specific powers, such as the
ability to invest, transfer, dispose of, |end, and exercise
voting and other ownership rights of trust property. The trustee
was al so expressly authorized to establish or change policies to
govern the investnment of trust assets.

Concerning capital contributions and accounts, the
agreenents stated that a capital account was to be maintained for
each unit holder by crediting thereto the unit holder’s capital
contributions, distributive share of profits, and anmount of any
trust liabilities assunmed, and by debiting the value of cash or
ot her property distributed to the unit holder, the unit holder’s
di stributive share of |osses, and the anmount of unit hol der
l[Tabilities assuned by the trust. Profits and | osses were
generally to be allocated in proportion to the unit hol ders’
interests in the entity, and allocations for tax purposes with

respect to contributed property were to be nade in accordance

with section 704(c). Any return of a capital contribution, in
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whol e or in part, could be nade only upon the consent of a
majority in interest of the unit hol ders.

Wth respect to distributions, the trust agreenents
specified that “Net Cash Flow shall be distributed by the Trustee
on or before the |last day of each cal endar quarter”. “Net Cash
Fl ow’ was defined as gross cash receipts, |ess anounts paid by or
for the account of the trust, |ess “any anounts determ ned by the
Trustee, in his discretion, to be necessary to provide a
reasonabl e reserve for working-capital needs or to provide funds
for any other contingencies of the Trust.” The distributions
were to be made in accordance with the proportionate interests of
the unit holders in the entity.

The agreenents prohibited the sale, transfer, assignnent,
pl edge, encunbrance, nortgage, or other hypothecation of any unit
hol der’s interest, as well as wthdrawal by a unit holder from
the trust, wthout the consent of all unit holders. The stated
termof the trusts was to extend until Decenber 31, 2048, but the
agreenents provided that the termcoul d be extended beyond that
date with the witten approval before Decenber 31, 2048, of both
the trustee and a majority in interest of the unit holders, or
the trusts could be dissolved prior to that date upon the witten
consent of all unit holders. Upon dissolution and term nation,
the trusts were to be liquidated. Proceeds of the |iquidation

were to be disposed of first in paynent to creditors of the
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trusts, then for the establishment of any additional reserves
deened by the trustee to be reasonably necessary for any
contingent liabilities, and then to unit holders in accordance
with their capital account bal ances.

Regar di ng anendnents, the trust agreenents provided as a
general rule that any anendnent nust be in witing and approved
by hol ders of at |east an aggregate 66-percent interest in the
entity. Two nodifications of this rule were |ikew se set forth
First, the trustee was authorized to anend the agreenents w thout
any unit holder’s consent to (1) correct any patent error,
om ssion, or anbiguity, and (2) add or delete any provision as
necessary to attain and maintain qualification as a partnership
for Federal income tax purposes or to conply with any Federal or
State securities law, regulation, or other requirenent. The
second nodification required the witten consent of all unit
hol ders to convert the trust to a general partnership or to
change the liability of or reduce the interests in capital,
profits, or losses of the unit holders. On a related point, the
trust agreenents specifically nmandated 66 percent approval for
transfer of any part of the trust corpus to another business
trust, partnership, or corporation in exchange for an ownership
interest in the entity and for nerger or consolidation of the

trust with another business entity.
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Since the formation and funding of Schutt | and Il, the net
cashfl ow of each trust has been distributed pro rata on a
quarterly basis, as required by the trust docunents. The trusts
have al so filed annual Federal income tax returns reporting,
inter alia, the pro rata distributive shares of inconme, credits,
deductions, etc., allocated to each unit holder. Through at
| east the tinme of decedent’s death, the trusts had never sold any
of the DuPont or Exxon shares used to fund the entities, nor had
t hey acquired any other assets.® Decedent’s personal assets were
not comm ngled with those of Schutt | or Schutt II.

Est at e Tax Proceedi ngs

As previously stated, decedent died on April 21, 1999,
approximately 1 year after Schutt | and Il were formed. A Form
706, United States Estate (and Generation-Ski pping Transfer) Tax
Return, was filed on behalf of decedent on or about January 21,
2000. An election was nmade therein to use the alternate
val uation date of COctober 21, 1999. The value reported for the
gross estate on the Form 706 was $61, 590, 355. 08, whi ch i ncl uded
$15, 837, 295. 45 and $7,237,104.56 for the Revocable Trust’s

interests in Schutt | and Schutt 11, respectively. As of Cctober

° At trial, on direct exanmi nation, M. D neen was asked:

“And have either Schutt | or Schutt Il sold DuPont stock?” He
responded: “No.” Although not free fromanbiguity given that
Schutt Il held only Exxon stock, a reasonable inference fromthis

testi mony woul d appear to be that neither business trust had sold
assets through the tine of trial.
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21, 1999, the underlying asset value of Schutt | was $65, 273, 495,
of which the Revocable Trust’s proportionate share was
$29, 527, 314. The underlying asset value of Schutt Il was
$28, 504, 626, of which the Revocable Trust’s proportionate share
was $13, 493, 064.

In the notice of deficiency issued on Qctober 11, 2002,
respondent determ ned that the discounts applied in valuing the
interests in Schutt | and Schutt Il were excessive. The estate
tinely filed the instant proceeding challenging the statutory
notice. By amendnent to answer filed in this case, respondent
then asserted an increased deficiency on the grounds that the
full fair market val ue of the underlying assets contributed by
t he Revocable Trust to Schutt | and Schutt Il should be included
in decedent’s gross estate under sections 2036(a) and 2038. The
parties have since stipulated that if the Court rejects
respondent’ s position under sections 2036 and 2038, they agree
that the Schutt | and Il units held by the Revocable Trust should
be included in decedent’s gross estate at the respective val ues
of $19, 930,937 and $9, 107, 818.

OPI NI ON

Inclusion in the Gross Estate--Sections 2036 and 2038

A. Ceneral Rul es

As a general rule, the Code inposes a Federal excise tax “on

the transfer of the taxable estate of every decedent who is a
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citizen or resident of the United States.” Sec. 2001(a). The
taxabl e estate, in turn, is defined as “the value of the gross
estate”, | ess applicable deductions. Sec. 2051. Section 2031(a)
specifies that the gross estate conprises “all property, real or
personal, tangi ble or intangible, wherever situated”, to the
extent provided in sections 2033 through 2045 (i.e., subtitle B
chapter 11, subchapter A, part 1Il1 of the Code).

Section 2033 states broadly that “The val ue of the gross
estate shall include the value of all property to the extent of
the interest therein of the decedent at the tine of his death.”
Sections 2034 through 2045 then explicitly mandate incl usion of
several nore narrowy defined classes of assets. Anong these
specific sections is section 2036, which reads in pertinent part
as follows:

SEC. 2036. TRANSFERS W TH RETAI NED LI FE ESTATE

(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
wi th any person, to designate the persons who
shal | possess or enjoy the property or the incone
t heref rom
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Regul ations further explain that “An interest or right is treated
as having been retained or reserved if at the tinme of the
transfer there was an understandi ng, express or inplied, that the
interest or right would [ ater be conferred.” Sec. 20.2036-1(a),
Estate Tax Regs.

G ven the | anguage used in the above-quoted provisions, it
has | ong been recogni zed that “The general purpose of this
section is ‘to include in a decedent’s gross estate transfers

that are essentially testanentary’ in nature.” Ray v. United

States, 762 F.2d 1361, 1362 (9th Cr. 1985) (quoting United
States v. Estate of Grace, 395 U. S. 316, 320 (1969)). The

Suprene Court has defined as “essentially testanentary” those
“transfers which |leave the transferor a significant interest in
or control over the property transferred during his lifetinme.”

United States v. Estate of G ace, supra at 320. Accordingly,

courts have enphasi zed that the statute “describes a broad schene
of inclusion in the gross estate, not limted by the formof the
transaction, but concerned with all inter vivos transfers where
outright disposition of the property is delayed until the

transferor’s death.” Guynn v. United States, 437 F.2d 1148, 1150

(4th Cr. 1971).
As used in section 2036(a)(1l), the term “enjoynent” has been
descri bed as “synonynous with substantial present econonc

benefit.” Estate of MN chol v. Comm ssioner, 265 F.2d 667, 671
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(3d Cr. 1959), affg. 29 T.C. 1179 (1958); see also Estate of

Rei chardt v. Conm ssioner, 114 T.C 144, 151 (2000). Regul ations

additionally provide that use, possession, right to incone, or
ot her enjoynent of transferred property is considered as having
been retained or reserved “to the extent that the use,
possession, right to the inconme, or other enjoynent is to be
applied toward the discharge of a | egal obligation of the
decedent, or otherwi se for his pecuniary benefit.” Sec. 20.2036-
1(b)(2), Estate Tax Regs. Moreover, possession or enjoynent of
transferred property is retained for purposes of section
2036(a) (1) where there is an express or inplied understanding to
that effect anong the parties at the tine of the transfer, even
if the retained interest is not legally enforceable. Estate of

Maxwel | v. Comm ssioner, 3 F.3d 591, 593 (2d Cr. 1993), affg. 98

T.C. 594 (1992); Guynn v. United States, supra at 1150; Estate of

Rei chardt v. Conm ssioner, supra at 151; Estate of Rapelje v.

Comm ssioner, 73 T.C. 82, 86 (1979). The existence or

nonexi stence of such an understanding is determ ned fromall of
the facts and circunstances surrounding both the transfer itself

and the subsequent use of the property. Estate of Reichardt v.

Conmi ssi oner, supra at 151; Estate of Rapelje v. Conmni ssioner,

supra at 86
As used in section 2036(a)(2), the term“right” has been

construed to “connote[] an ascertainable and | egally enforceable
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power”. United States v. Byrum 408 U.S. 125, 136 (1972).

Nonet hel ess, regulations clarify:

Wth respect to such a power, it is inmateri al

(i) whether the power was exercisable alone or only in
conjunction wth another person or persons, whether or
not having an adverse interest; (ii) in what capacity

t he power was exercisable by the decedent or by another
person or persons in conjunction with the decedent; and
(1i1) whether the exercise of the power was subject to
a contingency beyond the decedent’s control which did
not occur before his death (e.g., the death of another
person during the decedent’s lifetinme). The phrase,
however, does not include a power over the transferred
property itself which does not affect the enjoynent of
the incone received or earned during the decedent’s
life. * * * Nor does the phrase apply to a power held
solely by a person other than the decedent. But, for
exanple, if the decedent reserved the unrestricted
power to renove or discharge a trustee at any tinme and
appoint hinself as trustee, the decedent is considered
as having the powers of the trustee. [Sec. 20.2036-
1(b)(3), Estate Tax Regs.]

Additionally, retention of a right to exercise nmanagerial power
over transferred assets or investnents does not in and of itself

result in inclusion under section 2036(a)(2). United States v.

Byrum supra at 132-134.

An exception to the treatnment nandated by section 2036(a)
exi sts where the facts establish “a bona fide sale for an
adequate and full consideration in noney or noney’'s worth”.

Li ke section 2036, section 2038 provides for inclusion in
the gross estate of the value of transferred property.
Specifically, as pertinent here, section 2038(a)(1l) addresses

revocabl e transfers and requires inclusion of the val ue of

property:
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To the extent of any interest therein of which the
decedent has at any tinme nade a transfer (except in
case of a bona fide sale for an adequate and ful
consideration in noney or noney’'s worth), by trust or
ot herwi se, where the enjoynent thereof was subject at
the date of his death to any change through the
exercise of a power (in whatever capacity exercisable)
by the decedent alone or by the decedent in conjunction
wi th any other person (wthout regard to when or from
what source the decedent acquired such power), to
alter, anend, revoke, or term nate, or where any such
power is relinquished during the 3-year period endi ng
on the date of the decedent’s death

Regul ati ons pronul gated under the statute clarify that section
2038 does not apply:

(1) To the extent that the transfer was for an
adequate and full consideration in noney or noney’s
worth (see 8 20.2043-1);

(2) If the decedent’s power could be exercised
only with the consent of all parties having an interest
(vested or contingent) in the transferred property, and
if the power adds nothing to the rights of the parties
under |ocal |aw, or

(3) To a power held solely by a person other than
the decedent. * * * [Sec. 20-2038-1(a), Estate Tax
Regs. ]

B. Burden of Proof

Typically, the burden of disproving the existence of an
agreenent regarding a retained interest has rested on the estate,
and this burden has often been characterized as particularly

onerous in intrafamly situations. Estate of Maxwell v.

Conmi ssi oner, supra at 594; Estate of Reichardt v. Conm ssioner,

supra at 151-152; Estate of Rapelje v. Conm ssioner, supra at 86.

In this case, however, the section 2036 and 2038 i ssues were not
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raised in the statutory notice of deficiency and are therefore
new matters within the neaning of Rule 142(a). Thus, as
respondent has conceded, the burden of proof is on respondent.

C. The Parenthetical Exception

Sections 2036 and 2038 each contain an identi cal
parent hetical exception for “a bona fide sale for an adequate and
full consideration in noney or noney’s worth”. Regul ations
promul gated under both sections reference the definition for this
phrase contained in section 20.2043-1, Estate Tax Regs. Secs.
20.2036-1(a), 20.2038-1(a)(1l), Estate Tax Regs. Section 20.2043-
1(a), Estate Tax Regs., provides: “To constitute a bona fide
sale for an adequate and full consideration in noney or noney’s
worth, the transfer nmust have been nmade in good faith, and the
price must have been an adequate and full equivalent reducible to
a noney val ue.”

Avai l ability of the exception thus rests on two
requirenents: (1) A bona fide sale and (2) adequate and ful
consideration. This Court has recently sumari zed when t hese
requirenents will be satisfied, as follows:

In the context of famly limted partnerships, the

bona fide sale for adequate and full consideration

exception is met where the record establishes the

exi stence of a legitimte and significant nontax reason

for creating the famly limted partnership, and the

transferors received partnership interests

proportionate to the value of the property transferred.

* * * The objective evidence nust indicate that the
nont ax reason was a significant factor that notivated
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the partnership’s creation. * * * [Estate of Bongard v.
Comm ssioner, 124 T.C. __, __ (2005) (slip op. at 39).]

Bona Fi de Sal e

The Court of Appeals for the Third Grcuit, to which appeal
inthis case would normally lie, has enphasi zed that the bona
fide sale prong will only be nmet where the transfer was nade in

good faith. Estate of Thonpson v. Conm ssioner, 382 F.3d 367,

383 (3d Gr. 2004) (citing sec. 20.2043-1(a), Estate Tax Regs.),
affg. T.C. Meno. 2002-246. 1In the context of famly entities,
the Court of Appeals set forth the following test: “A ‘good
faith’ transfer to a famly limted partnership nmust provide the
transferor sonme potential for benefit other than the potenti al
estate tax advantages that mght result from hol ding assets in
the partnership form” 1d. Stated otherwise, “if there is no
di scernabl e purpose or benefit for the transfer other than estate
tax savings, the sale is not ‘bona fide’ within the neaning of

8§ 2036.” I1d. The Court of Appeals further indicated that while
this test does not necessarily demand a transacti on between a
transferor and an unrelated third party, intrafamly transfers
shoul d be subjected to heightened scrutiny. 1d. at 382.

The approach of the Court of Appeals for the Third Crcuit
correlates wwth this Court’s requirenent of a legitimte and
significant nontax purpose for the entity. This Court has
expressed this requirenment using the alternate phraseol ogy of an

arm s-length transaction, in the sense of “the standard for
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testing whether the resulting terns and conditions of a
transaction were the sane as if unrelated parties had engaged in

the sane transaction.” Estate of Bongard v. Conmmi SSioner, supra

at __ (slip op. at 46). Intrafamly or related-party
transactions are not barred under this standard, but they are
subj ected to a higher level of scrutiny. 1d. at _ (slip op. at
46- 47) .

I n probing the presence or absence of a bona fide sale and
corollary legitimate and significant nontax purpose, courts have
identified various factual circunmstances weighing in this
anal ysis. These factors include whether the entity engaged in
| egiti mate busi ness operations, whether property was actually
transferred to the entity, whether personal and entity assets
were comm ngl ed, whether the taxpayer was financially dependent
on distributions fromthe entity, and whether the transferor
stood on both sides of the transaction. See, e.g., Estate of

Thonpson v. Conmi ssioner, supra; Kinbell v. United States, 371

F.3d 257 (5th G r. 2004); Estate of Bongard v. Comm ssioner,

supra; Estate of Hillgren v. Conmi ssioner, T.C Meno. 2004-46;

Estate of Stone v. Commi ssioner, T.C Mno. 2003-309; Estate of

Strangi v. Conmi ssioner, T.C. Mnp. 2003-145; Estate of Harper v.

Conmi ssioner, T.C. Menp. 2002-121.

Hence, in evaluating whether decedent’s transfers to Schutt

| and Il are properly characterized as bona fide sales, the
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essential task is to “separate the true nontax reasons for the
[entities’] formation fromthose that nerely clothe transfer tax

savings notives.” Estate of Bongard v. Conm ssioner, supra at

(slip op. at 44). It nust be recogni zed, however, that
“Legitimate nontax purposes are often inextricably interwoven
with testamentary objectives.” 1d. Furthernore, with respect to
the particular case at bar, the Court nust be cogni zant of any
potential divergence between decedent’s actual notives and the
concerns of his advisers.

The estate’s position is that Schutt I and Il were “forned
primarily to put into place an entity to perpetuate M. Schutt’s
buy and hol d i nvest nent phil osophy with respect to the DuPont and
Exxon stock bel onging both to M. Schutt and to the WI m ngton
Trust Conpany Trusts.” In service of this objective, Schutt |
and Il were ained at “the furtherance and protection of * * *

[ decedent’s] famly' s wealth by providing for the centralized
managenent of his famly’'s holdings in duPont [sic] stock and
Exxon stock during his lifetinme and to prevent the inprovident

di sposition of this stock during his lifetine and to the extent
possible after his death.” The estate contends that the desired
preservation of decedent’s investnent policy “could not be
acconpl i shed without the creation of Schutt | and Schutt 11, as

the WIC Trusts were scheduled to term nate at various intervals
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and the assets of those trusts would be distributed, free of
trust, to their respective beneficiaries.”
Respondent’s argunment to the contrary is summarized as
fol | ows:
(1) it was not necessary to transfer stock from
M. Schutt’s revocable trust to the business trusts to
perpetuate his investnent philosophy; (2) the record
establishes that obtaining valuation discounts for gift
and estate tax purposes was the domnant, if not the
sole, reason for formng the business trusts; and (3)

in any event, M. Schutt’s desire to perpetuate his
i nvestment phil osophy was itself a testanentary noti ve.

* * %

The totality of the record in this case, when viewed as a
whol e, supports the estate’s position that a significant notive
for decedent’s creation of Schutt |I and Il was to perpetuate his
buy and hol d invest nent phil osophy. That decedent was in fact a
commtted adherent to the buy and hol d approach is undi sput ed.
Hi s | ongstandi ng concern with disposition of core stockhol di ngs
by his descendants is also well attested. M. Sweeney testified
t hat decedent “would raise, at |least annually and, quite often,
nore than annually, his concern about the ability of children or
grandchil dren or whoever it mght be to sell principal rather
than using the incone fromthe principal”. M. D nneen |Iikew se
testified that decedent expressed concern about Schutt famly
menbers’ selling of stock from*®“Back in the early seventies and

on a regular basis fromthere on out.”
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The docunentary record al so furnishes at | east a neasure of
obj ective support for the decedent’s wllingness to act based on
these worries. In 1994, decedent declined to make annual
exclusion gifts of limted partnership interests in the Schutt
Fam |y Limted Partnership to his daughter Sarah S. Harrison and
her children. The estate attributes this decision to concern
about the investnent philosophy of these individuals, and the
limted evidence does reflect 13 occasi ons on which DuPont or
Exxon stock was sold by Harrison grandchildren from 1989 t hrough
1997.

Further corroborating the bona fides of the professed intent
underlying creation of Schutt |I and Il is the fact that formation
of the business trusts did serve to advance this goal.
Respondent’s contention that the business trusts were unnecessary
to perpetuate decedent’s investnent philosophy unduly enphasizes
managenent of the assets held by the Revocable Trust and
m nimzes any focus on the considerable assets held in the WIC
trusts. Respondent points out that, under the Revocable Trust
i ndenture, decedent could control investnent decisions pertaining
to the assets until his death, at which tinme various successor
trusts to be adm nistered by his son and son-in-law woul d be
funded. Respondent argues that the situation under the business

trusts was functionally equivalent, with decedent as trustee
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setting investnent philosophy during his lifetinme, followed by
his son and son-in-law as successor trustees.

However, by only considering the Revocable Trust assets in
isolation, this analysis disregards nore than half of the
property involved in the business trusts. Decedent in effect
used the assets of the Revocable Trust!® to enhance his ability
to perpetuate a philosophy vis-a-vis the stock of the WIC trusts,
such that none of the contributions should be disregarded in
evaluating the practical inplications of Schutt | and |1
M. Howard testified that he did not believe he woul d have
consi dered a proposal involving contribution only of the WIC
trusts’ assets to entities structured as were Schutt | and I
W t hout decedent’s willingness to place his own property
al ongside. As M. Howard explained: “it made real to ne,
certainly, when sonmeone is willing to contribute that sum of
nmoney and tie it up the same way we were tying it up with respect
to distributions, if not wwth respect to nmanagenent, that this
was sonething that he and the famly, if they were wlling to
agree to it, felt strongly about.” This inportance of decedent’s
contributions to those negotiating on behalf of WIC, at |east on
a psychological level, reflects a critical interconnectedness

bet ween decedent’s contri butions and those of the WIC trusts.

1 To enpl oy an oft-used netaphor, the assets of the
Revocabl e Trust served essentially as leverage in the formof a
carrot.
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The effect of Schutt | and Il on the assets of the WIC
trusts shows that the business trusts advanced decedent’s
objectives in a neaningful way. Respondent’s argunent, however,
to the extent that it takes into account the WIC assets, seeks to
counter this conclusion by once again placing unwarranted
enphasis on certain features or results of the structure to the
exclusion of others. |In discussing the alleged notive for
involving the WIC trusts in the transaction, respondent states
that “even if the decedent fornmed the business trusts to prevent
his heirs fromdissipating the famly's wealth, this is itself a
testanentary notive.” Mre specifically, respondent dism sses
the estate’s contentions as foll ows:

The decedent’s testanentary notives are

particularly evident in this case as it is clear that

he was concerned about the dissipation of the famly’s

weal th after his death as opposed to during his

lifetime. While he was alive, he controlled the sale

of stock held by his revocable trust. Simlarly, as

the direction or consent advisor to the bank trusts,

none of the stock held by those entities could be sold

wi thout his consent. The only risk that assets held by

the bank trusts could be sold without his consent was

if one of his children predeceased him thereby causing

a distribution of a portion of the trust assets to that

child s issue. Since his surviving children were all

in good health when the business trusts were fornmed and

t he decedent was not, there is little doubt that the

decedent was concerned about what woul d happen to the

famly' s wealth after his death.

The Court disagrees that decedent’s notives nmay properly be
di sm ssed, in the unique circunstances of this case, as nerely

testanentary. The record on the whol e supports that decedent’s
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greatest worry with respect to wealth dissipation centered on
outright distribution of assets to the beneficiaries of the
various WIC trusts. It is clear fromthe structures of the WIC
trusts involved that outright distribution created the single
| argest risk to the perpetuation of a buy and hol d phil osophy,
and testinony confirned decedent’s concern over a termnation
situation. Because none of the events that would trigger such a
di stribution turned on decedent’s own death, to call the
underlying notive testanentary is inappropriate.

Trust 2064, which contributed 10. 346 percent of the DuPont
stock to Schutt | and 41.439 percent of the Exxon stock to Schutt
1, was to termnate, and the corpus was to be distributed free
of trust to decedent’s grandchildren, no | ater than when the
youngest grandchild turned 40. Notably, the health of both
decedent and his issue was irrelevant to this precipitating
event. According to the parties’ stipulations, decedent’s
youngest grandchild, Katherine D. Schutt, was 24 years of age at
the time of decedent’s 1999 death. The provisions of Trust 2064
woul d therefore dictate termnation no later than the spring of
2015. Schutt | and Il were structured to continue to 2048,
absent agreenent to the contrary in accordance with limted
procedures set forth in the business trust indentures.

The Trust 3044 subtrusts, which in the aggregate contri buted

42. 310 percent of the DuPont stock to Schutt | and 9.099 percent
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of the Exxon stock to Schutt |1, specified that at the death of a
primary beneficiary, one of decedent’s children, the assets were
to be distributed free of trust to the corresponding
grandchil dren. Respondent apparently seeks to belittle any
concern decedent may have felt over these provisions by citing
t he good health of decedent’s three surviving children, who were
61, 60, and 56 at the time of decedent’s death. Yet respondent
has offered no evidence contradicting the bona fides of
decedent’s fears in this regard. Nor is the Court prepared to
say that decedent, who had already |ost one child to cancer and
observed firsthand the operation of the outright distribution
mechani sm woul d be unjustified in taking steps to guard agai nst
this risk.

Still another aspect of the evidence in this case that
corroborates decedent’s desire to perpetuate his investnent
phi | osophy through establishnment of Schutt | and Il stens from
WC s concerns with and reactions to the proposed arrangenent.
The record indicates that WIC percei ved the busi ness trust
transactions as having a nmeani ngful econom c inpact on the rights
of the beneficiaries of the WIC trusts. Fromearly in the
pl anni ng process, representatives of WIC consistently voi ced
concerns regarding the effect of the business trusts on

liquidity.
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M. Howard testified regarding the tone of the conversation
when M. Helne first asked himto |look into the possibility of
participating in a business trust transaction: “It was a matter
where we were going to take substantial portions of a series of
trusts and put theminto a business trust where we woul d not have
the i nmedi acy of control and liquidity that we had at the nonment
to nmeet the needs of the beneficiary. That’s not an
insignificant matter to review'. Simlarly, the initial March 6,
1997, nmenorandum from WIC to M. Sweeney nenorializing i ssues of
concern to WIC expl ai ned the inpetus for obtaining consents from
i nvol ved beneficiaries as foll ows:

Each trust’s interest in the DBT will be non-narketable

for a period of time, perhaps beyond the term nation of

a trust. WC would not normally invest nmarketable

assets so as to cause themto becone illiquid. The

beneficiaries of the trust who are “sui juris” should,

therefore, consent to this investnment. To the extent

these illiquidity concerns can be mnimzed by

structuring the DBT so as to allow pro rata

di stributions on the occurrence of certain events,

e.g., the death of one of M. Schutt’s children, this

shoul d be done. [1]

Not es nade by M. Sweeney of a Septenber 4, 1997, neeting with
decedent, M. Howard, and Ms. Hickok |ikew se reflect continued
enphasis by WIC representatives on the need for beneficiary
consent in conjunction with issues related to the duration of the

business trusts. As a final exanple, in M. Howard' s Novenber

11 The Court notes that this suggestion pertaining to
di stributions would manifestly have conflicted with decedent’s
obj ectives and was not incorporated.
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26, 1997, letter agreeing to investnent in Schutt | and I
subject to three conditions, the condition pertaining to consent
read:
Al'l of the beneficiaries of the various trusts who
are of age wll execute a form of consent whereby they
acknow edge and consent to the trusts’ investing in the
busi ness trusts and that they recognize that the
busi ness trusts nmay | ast beyond the term nation date of
the trusts of which they are a beneficiary. The form
of the Del aware business trusts wll be attached to the
consents.
M. Howard testified that the latter requirenent of the just-
quoted condition was suggested and insisted upon by himto ensure
that the consent given by the beneficiaries was neani ngful.
Despite the evidence di scussed above, it is nonethel ess
respondent’s position that tax savings through val uation
di scounts constituted the dom nant reason for formation of Schutt
| and I'l. Respondent characterizes the issue of valuation
di scounts as having “dom nated” the early discussions concerning
the formation of a new entity. Respondent also notes that
decedent and his advisers initially contenplated only
transferring stock fromthe Revocable Trust to a business trust
and enphasi zes that the subsequent decision to involve the WIC
trusts served a tax purpose of making available mnority as well
as marketability discounts. However, while it is clear that
estate tax inplications were recogni zed and considered in the

initial stages of the planning process, the record fails to

reflect that such issues predom nated in decedent’s thinking and
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desires. Wat may have originally been approached as a
relatively routine estate planning transaction rapidly devel oped
into an opportunity and vehicle for addressing nore fundanmental
concerns of decedent.

As M. Sweeney and M. D nneen acknow edged at trial, both
had a background in tax and so would naturally have taken tax and
valuation matters into account in any reconmendati ons they made
for decedent. Yet the docunentary evidence and testinony fal
short of enabling the Court to infer that decedent hinself was
principally focused on tax savings. To the contrary, the record
conpi l ed over the course of the ensuing year suggests otherw se.

The val uation questions eval uated by decedent’s advisers in
February and early March of 1997 were left virtually untouched
t hroughout the remaining approximately 12 nonths of the planning
and formation process. Furthernore, to the extent that the notes
taken by M. Sweeney of neetings involving decedent enable us to
identify the particular concerns or comments enphasi zed by
decedent hinself, these concerns never touch on val uation
di scounts. Rather, there is a notable focus on matters such as
decedent’ s desire for investnment control. Additionally, in the
letters sent by M. Sweeney to decedent for purposes of updating
hi mon the progress of negotiations and presumably focusing on
i ssues about which decedent would be nost interested, transfer

tax issues are nearly absent. Thus, the proffered evidence is
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insufficient to establish that estate tax savings were decedent’s
predom nant reason for formng Schutt | and Il and to contradi ct
the estate’s contention that a true and significant notive for
decedent’ s creation of the entities was to perpetuate his buy and
hol d i nvest ment phil osophy.

G ven this conclusion regardi ng decedent’s notive, the
question then becones whet her perpetuation of a buy and hold
investnment strategy qualifies as a “legitimate and significant

nont ax reason” within the neaning of Estate of Bongard v.

Comm ssioner, 124 T.C. at __ (slip op. at 39). As respondent

poi nts out, the buy and hold investnent philosophy by definition
resulted in passive entities designed principally to hold the
DuPont and Exxon stock. Active managenent, trading, or
“churning” of the portfolios as a neans of generating profits was
not intended. Furthernore, because each trust was funded with
the stock of a single issuer, asset diversification did not
ensue.

The Court of Appeals for the Third Crcuit has in a simlar
vei n suggested that the nere holding of an untraded portfolio of
mar ket abl e securities weighs negatively in the assessnment of
potential nontax benefits available as a result of a transfer to

a famly entity. Estate of Thonpson v. Conm ssioner, 382 F.3d at

380. As a general premse, this Court has agreed with the Court

of Appeals, particularly in cases where the securities are
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contributed al nost exclusively by one person. See Estate of

Strangi v. Conmi ssioner, T.C. Menp. 2003-145; Estate of Harper v.

Comm ssioner, T.C Menp. 2002-121. In the unique circunstances

of this case, however, a key difference exists in that decedent’s
primary concern was in perpetuating his philosophy vis-a-vis the
stock of the WIC trusts in the event of a term nation of one of
those trusts. Here, by contributing stock in the Revocabl e
Trust, decedent was able to achieve that aimwth respect to
securities of the WIC trusts even exceeding the value of his own
contributions. In this unusual scenario, we cannot blindly apply
the sanme anal ysis appropriate in cases inplicating nothing nore
than traditional investnent nmanagenent considerations.

To summarize, the record reflects that decedent’s desire to
prevent sale of core holdings in the WIC trusts in the event of a
distribution to beneficiaries was real, was a significant factor
in nmotivating the creation of Schutt | and I, was appreciably
advanced by formation of the business trusts, and was unrel ated
to tax ramfications. The Court is thus able to conclude in this
case that Schutt | and Il were forned for a legitimte and
significant nontax purpose w thout further probing the parties’

di sagreenent as to whether, in theory, an investnent strategy
prem sed on buy and hold should offer just as nuch justification
for an entity prem sed thereon as a philosophy that focuses on

active trading.
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As regards other factors considered indicative of a bona
fide sale, these too tend to support the estate’s position. The
contributed property was actually transferred to Schutt | and |
inatinly manner. Entity and personal assets were not
comm ngl ed. Decedent was not financially dependent on
distributions fromSchutt | and Il, retaining sufficient assets
outside of the business trusts anply to support his needs and
lifestyle. Nor was decedent effectively standing on both sides
of the transactions.

Concerning this latter point, it is respondent’s position
that “there were no ‘arm s-1ength negotiations’ between the
decedent and the bank concerning any material matters affecting
the formati on and operation of the business trusts.” Respondent
mai ntains that WIC, while ostensibly an independent third party,
sinply represented the interests of decedent’s children and
grandchil dren and that decedent dictated all material terns.

The Court, however, is unpersuaded by respondent’s attenpts
to downpl ay the give-and-take reflected in the record. As
detailed in the facts recounted above and the stipul ated
exhi bits, WIC representatives thoroughly eval uated the busi ness
trust proposals, raised questions, offered suggestions, and made
requests. Sone of those suggestions or requests were accepted or
acqui esced in; others were not. Such a scenario bears the

earmar ks of consi dered negotiations, not blind accommbdati on.



-60-
There is no prerequisite that arm s-1ength bargaining be strictly
adversarial or acrinonious.

Regardl ess of whether the Schutt | and Il transactions
shoul d be subjected to the heightened scrutiny appropriate in
intrafam |y situations, the record here is sufficient to show
that the negotiations and di scussions were nore than a nere
facade.? The Court concludes that the transfers to Schutt | and
Il satisfy the bona fide sale requirenent for purposes of
sections 2036 and 2038.

Adequat e and Full Consi deration

In this Court’s recent discussion of the adequate and ful

consideration prong in Estate of Bongard v. Conm ssioner, 124

T.C at __ (slip op. at 48-49), four factors were noted in
support of a finding that the consideration requirenent had been

met: (1) The interests received by the participants in the

12 The Court also notes that WI m ngton Trust Conpany (WC)
was founded in 1903 by the duPont famly and has anong its
clients nunerous duPont descendants. According to public filings
with the Securities and Exchange Conm ssion, WIC subsequently
becanme the principal operating and banking entity of WI m ngton
Trust Corporation, a financial holding conpany which as of Dec.
31, 1997, was publicly traded with 33,478,113 shares outstandi ng
and 10, 164 sharehol ders of record, had total assets of $6.12
billion, and possessed stockholders’ equity of $503 mllion.

G ven this size and scope, WIC s historical connection to the
duPont famly is not germane to our analysis. Likew se, although
M. Sweeney has served as a director of WIC and/ or W m ngton
Trust Corporation since 1983 and his firm has served as outside
counsel to WIC, he during 1997 was one of 21 directors, and both
M. Sweeney and M. Howard testified credibly that the
relationship nade the participants nore circunspect, rather than
I ess, in their dealings.
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entity at issue were proportionate to the value of the property
each contributed to the entity; (2) the respective assets
contributed were properly credited to the capital accounts of the
transferors; (3) distributions fromthe entity required a
negative adjustnent in the distributee’ s capital account; and (4)
there existed a legitimte and significant nontax reason for
engaging in the transaction. Gven these circunstances, we
concl uded that the resultant discounted value attributable to
entity interest valuation principles was not per se to be equated
w th i nadequate consideration. 1d. at __ (slip op. at 49-50).

The Court of Appeals for the Third Grcuit has |Iikew se
opi ned that while the dissipated value resulting froma transfer
to a closely held entity does not autonatically constitute
i nadequat e consi deration for section 2036(a) purposes, heightened

scrutiny is triggered. Estate of Thonpson v. Conmm ssioner, 382

F.3d at 381. To wit, and consistent with the focus of the Court
of Appeals in the bona fide sale context, where “the transferee
partnership does not operate a legitimte business, and the
record denonstrates the valuation di scount provides the sole
benefit for converting liquid, marketable assets into illiquid
partnership interests, there is no transfer for consideration
within the nmeaning of § 2036(a).” Id.

In reaching this conclusion, the Court of Appeals referenced

the “recycling” of value concept first articulated by this Court
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in Estate of Harper v. Comm ssioner, T.C Mno. 2002-121. Est at e

of Thonpson v. Conmm ssioner, supra at 378-381. As we expl ai ned

wWith respect to the situation before us in Estate of Harper v.

Conmi ssi oner, supra:

to call what occurred here a transfer for consideration
within the nmeani ng of section 2036(a), nuch |ess a
transfer for an adequate and full consideration, would
stretch the exception far beyond its intended scope.

In actuality, all decedent did was to change the form
in which he held his beneficial interest in the
contributed property. W see little practi cal
difference in whether the Trust held the property
directly or as a 99-percent partner (and entitled to a
commensur ate 99-percent share of profits) in a
partnership holding the property. Essentially, the

val ue of the partnership interest the Trust received
derived solely fromthe assets the Trust had j ust
contributed. Wthout any change whatsoever in the
under |l yi ng pool of assets or prospect for profit, as,
for exanple, where others make contributions of
property or services in the interest of true joint
ownership or enterprise, there exists nothing but a
circuitous “recycling” of value. W are satisfied that
such instances of pure recycling do not rise to the

| evel of a paynent of consideration. To hold otherw se
woul d open section 2036 to a nyriad of abuses
engendered by unilateral paper transformations.

Respondent contends that the instant case features the genre

of value recycling described in Estate of Harper v. Conm Ssioner,

supra, and subsequent cases such as Estate of Strangi v.

Comm ssioner, T.C Menp. 2003-145. Respondent, stressing that

decedent enjoyed all incidents of ownership related to the
contributed stock both before and after the transfers (e.g., the
right to the inconme generated, the right to sell the stock and

reinvest the proceeds, the right to vote the shares), maintains
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that contribution to Schutt | and Il engendered no neani ngful
change in decedent’s relationship to the assets.

Agai n, however, this reasoning disregards unique factua
circunstances present in this case that were not involved in

Estate of Harper v. Conm ssioner, supra, and its progeny.

Undoubt edly, looking in isolation at the relationship of a
decedent to his or her assets may be sufficient where the
decedent’ s contributions nmake up the bulk of the property held by
the relevant entity and no suggestion of any benefit beyond
change in formis evident. Yet here, where others contributed
nore than half of the property funding the entities and the
record reflects that decedent used his own assets primarily to
alter his relationship vis-a-vis those other assets, the analysis
must | ook nore broadly at the transactions. |In that decedent
enpl oyed his capital to achieve a |egitinmate nontax purpose, the
Court cannot conclude that he nerely recycled his sharehol di ngs.
Furthernore, with respect to the additional criteria cited

in Estate of Bongard v. Comnm ssioner, supra at __ (slip op. at

48-49), each participant in Schutt | and Il received an interest
proportionate in value to its respective contribution, the
capital contributions nade were properly credited to each
transferor’s capital account, and distributions required a
negative adjustnent in the distributee’ s capital account.

Li qui dating distributions would al so be made in accordance with
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capi tal account bal ances. Hence, existing precedent shows that
decedent is considered to have received adequate and ful
consideration as used in sections 2036(a) and 2038 for his
transfers to Schutt | and I

1. Concl usion

The Court has concluded in the unique circunstances of this
case that decedent’s transfers to Schutt | and Il constitute bona
fide sales for adequate and full consideration for purposes of
sections 2036(a) and 2038. Because the record supports finding
that both prongs of this test have been net, respondent has
failed to carry the burden of proving otherwi se. Accordingly,
the transfers to Schutt | and Il are excepted frominclusion in
decedent’ s gross estate under either section 2036(a) or 2038.

The Court therefore need not probe other argunments by the parties
with regard to the application of these statutes.

To reflect the foregoing and to give effect to the parties’

sti pul ati ons,

Decision will be entered

under Rul e 155.




