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To the Editor: 

Tribune Corp., the successor to Times Mirror Corp. (TMC), recently suffered a crushing defeat in the Tax 
Court (Tax Notes, Oct. 3, 2005, p. 55), and as a result a $552 million deficiency came home to roost. The 
transaction was a business combination that was structured carefully to constitute a reorganization.  

TMC transferred the stock of its subsidiary, Matthew Bender, to a new company (MB Parent), created by 
both TMC and Reed Elsevier, in exchange for MB Parent's common stock; that stock possessed 20 percent 
of the voting power of all MB Parent's outstanding stock. The balance of the voting rights resided in the 
preferred stock, issued to Reed Elsevier. In addition to its stock in Matthew Bender, MB Parent possessed 
$1.375 billion (derived from Reed Elsevier), and that cash was conveyed as part of the plan by MB Parent to 
a single- member LLC of which TMC was appointed the sole manager.  

The Tax Court, deciding the case on narrow technical grounds, held that the acquisition (by MB Parent of 
Matthew Bender from TMC), which was structured as a reverse triangular merger, did not qualify as a 
reorganization under section 368(a)(1)(A) by reason of section 368(a)(2)(E), and, therefore, the disposition 
by TMC of the Matthew Bender stock was taxable. The transaction did not qualify as a reorganization 
because the "control for voting stock" requirement of section 368(a)(2)(E) was not met. That requirement 
provides that the former shareholders of the acquired corporation must, "in the transaction," exchange for 
voting stock of the controlling corporation an amount of stock in the acquired corporation that constitutes 
control (within the meaning of section 368(c)) of the acquired corporation. See Treas. reg. section 1.368-2(j)
(3)(i).  

Thus, the Tax Court concluded there was no reorganization under (a)(2)(E) because, in the merger, TMC 
received as consideration for its stock in Matthew Bender much more than "qualified stock" issued by MB 
Parent. The consideration received was not merely voting common stock issued by MB Parent but instead 
included the right to control the cash that had been deposited by MB Parent into the LLC. The "management 
authority" secured by TMC with respect to the cash (deposited in the LLC) had "far more value" than the MB 
stock received, and therefore it was clear that much less than 80 percent of the aggregate consideration 
conveyed (by MB Parent to TMC) consisted of qualified consideration.  

That was the key to the decision: the fact that the court looked at the MB common stock and the 
management authority over the cash as two separate and independent elements of consideration. TMC 
argued that the MB common stock and the management authority cannot be viewed separately (so that the 
stock was the sole element of consideration received in the transaction) because "it would have been 
unthinkable" to trade those items separately. That admission, ironically, sealed TMC's fate. The mere 
acknowledgement by TMC that the stock and the management authority represented separate items of 
property that should not however be viewed separately for tax purposes confirmed for the court the IRS's 
winning argument that the MB Parent common stock received by TMC was not the sole consideration 
received by it in exchange for the stock of Matthew Bender.  



Cash-Rich Split-Offs Are Different 
 
In a cash-rich split-off, a corporation (P) owns an appreciated stake in another corporation (T) and wishes to 
dispose of it in a tax-efficient manner. Thus, T creates a new company (N) and conveys to N an active 
business that has been actively conducted throughout the preceding five years and a large amount of cash, 
and then T distributes the stock of N to P in exchange for P's stock in T. The cash (over which P gains 
effective control) that is located within N typically represents the vast majority (as much as 90 percent) of N's 
asset value.  

It seems obvious, yet highly relevant, considering the manner in which the Tribune case was decided, to 
point out that in the cash-rich split-off P is receiving only one item of property: the stock of N. It is true that 
ownership of N gives P control over the cash residing within N but, unlike the Tribune scenario, in which 
control and authority over the cash (possessed by MB Parent) had to be transferred to TMC via the creation 
of an LLC (to hold the cash) and the appointment of TMC to be the sole manager of the cash- laden LLC, 
here the control over the cash is not separable from the stock. See, in this regard, Glacier State Electric 
Supply v. Commissioner, 80 T.C. 1047 (1983).  

Arguably, in the cash-rich split-off case, the control that P exerts over N's cash is simply an attribute of N's 
stock because it is inseparable from the other rights inherent in the stock and therefore is not "other 
property." See Rev. Rul. 75-33, 1975-1 C.B. 115 (right to receive "additional dividends" was an attribute of 
stock and not other property, so the transaction met the solely for voting stock requirement of section 368(a)
(1)(B) because the right was inseparable from the other rights inherent in the stock and was not personal to 
the shareholders of the acquired corporation; if the stock that embodied the additional dividend right was 
transferred, the additional dividend right would not disappear but would remain an attribute of the stock to be 
enjoyed by the new owner of the stock).  

Given the indisputable fact that P receives only qualified property (stock in N) in exchange for its stock in T 
and not other property in the form of a separate right to manage and control N's principal asset (the large 
amount of cash possessed by N), it can be argued that the case, despite the surface similarities to the 
Tribune transaction, is quite different. Moreover, since the Tribune court chose to decide the case on 
relatively narrow technical grounds (rather than on the basis of broad substance-over-form principles), the 
distinction between the techniques ought to be enough to carry the day. The cash-rich split-off is within the 
terms of section 355 because a corporation (T) is distributing to a shareholder (P) with respect to its stock, 
solely stock of a corporation (N) that T controls immediately before the distribution.  

The other requirements of section 355 are also met in the case of the cash-rich split-offs we have seen to 
date. Each transaction seems to have been carried out for a corporate business purpose and the active 
business test is always met, despite the diminutive business infused into N. It is well settled that, for active 
business purposes, there is no requirement that any specific percentage of a corporation's assets be 
devoted to the active conduct of a trade or business; the requirement is met so long as both the distributing 
(T) and controlled corporations (N) are each engaged in the active conduct of a trade or business. See Rev. 
Rul. 73-44, 1973-1 C.B. 182.  

The percentage of assets devoted to the active conduct of a trade or business is a relevant factor in 
determining whether the transaction was used principally as a device for the distribution of earnings and 
profits under section 355(a)(1)(B). If the instant transaction had to confront the device test, it would probably 
flunk that test because N not only has a high ratio of inactive assets to total assets, but that ratio is also 
disparate vis-à-vis T's ratio. See Treas. reg. section 1.355- 2(d)(2)(iv)(B).  

However, here, because the distribution (from T to P of N stock) is a non-pro-rata distribution, it is likely that 
the device test does not, in the first instance, even apply. The regulations specify that certain types of 
distributions are, ordinarily, considered not to have been used principally as a device. Those distributions, 
even if they exhibit "device factors," do not present the potential for tax avoidance of the type with which the 
device test is concerned: the avoidance of the tax code's dividend provisions. Here, because the distribution 
is a non-pro-rata distribution, the tax code's dividend provisions cannot, by definition, be avoided because 
the distribution -- absent the application of section 355 with respect to each shareholder receiving N stock in 



exchange for P stock -- would be a redemption to which section 302(a) applied. See Treas. reg. section 
1.355-2(d)(5)(iv) and Rev. Rul. 71-383, 1971-2 C.B. 180. In other words, if the distribution was taxable it 
would qualify under section 302(a) as a payment "in exchange" for P's stock in T and not as a distribution to 
which section 301 applied. Thus, arguably, if the preferred way to decide these types of cases is on narrow 
technical grounds, the cash-rich split-off rather easily passes muster and should not encounter the same sad 
fate as the transaction undertaken by TMC.  

Very truly yours, 
 
Robert Willens 
Managing Director 
Lehman Brothers Inc. 
New York 
October 17, 2005 
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