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In Tribune Media,1 the Tax Court con-
sidered the tax consequences of a trans-
action in which the Chicago Tribune 
(the “Tribune”) disposed of a controlling 
interest in the Chicago Cubs to the Rick-
etts family. In a lengthy and well-rea-
soned decision, the court concluded 
that the Tribune hit a home run for the 
portion of the structured transaction 
that involved the guaranteed proceeds 
of third-party Senior Debt, but the Trib-
une struck out with respect to its guar-
antee of a subordinated loan made by 
the Ricketts family. The Cubs transaction 
has been well publicized2, no doubt in 
part due to the fact that the object of the 
transaction (the Chicago Cubs) is a well-
known professional baseball team.3 

The transaction was structured as 
a “leveraged partnership” in which as-
sets are contributed to a partnership, 
the partnership borrows money, and 
the contributing partner then receives 
a debt-financed distribution from the 
loan proceeds, with the expectation 
that such distribution will be treated 
as nontaxable under the disguised 
s a le  r u les  s et  for t h in S ection 
707(a)(2)(B) of the Internal Revenue 
C o de of  1986,  as  amended (t he 
“Code”) and Treas. Reg. 1.707-5. These 
transactions have become a regular 
part of tax planning for partnerships, 
and the decision in Tribune Media 
confirms that a properly-structured 
transaction works.  
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Background 
The Tribune purchased the Cubs and 
Wrigley Field in 1981 for a paltry $21.7 
million. By 2008, the value of this in-
vestment had increased to approximately 
$734 million.  The Tribune ran into fi-
nancial difficulties in 2006, and in 2007 
it entered into a transaction with Sam 
Zell in which Zell obtained control of 
the company through a highly-leveraged 
transaction involving an employee stock 
ownership plan (“ESOP”).  As a result 
of the ESOP transaction, the Tribune 
determined it needed to sell off non-es-
sential assets, including the Cubs.4 The 
potential sale of the Cubs lured numer-
ous buyers, including the Ricketts family, 
who made their fortune founding TD 
Ameritrade.  The Tribune told all po-
tential buyers that it would only consider 
proposals following a designated struc-
ture in which the “bidder” would acquire 
a 95% interest in the Cubs through a 
partnership, while the Tribune would 
retain the remaining 5% for a lengthy 
period of time, although the “bidder” 
would have an option to acquire the re-
maining 5% after 12 years. The transac-
tion was complicated by the fact that 
the Tribune filed for bankruptcy as a re-
sult of the 2008 financial crisis, but in 
the end, the completed transaction gen-
erally followed the structure that was 
provided to the bidders.  

In the transaction that was completed 
in 2009, the Ricketts first formed an en-
tity, Ricketts Acquisition Company LLC 
(RAC), to acquire their interest.  The 
Tribune and RAC then formed Chicago 
Baseball Holdings, LLC (CBH) as the 
entity to hold the Cubs. On formation, 
the Tribune contributed the Cubs to 
CBH and the Ricketts contributed equity 
of $150 million.  The Cubs assets trans-
ferred to CBH in 2009 had a fair market 
value of $769,976,627 but were subject 
to liabilities of $35,241,562, resulting 
in net equity contributed by the Tribune 
of $734,735,065.5 As part of the trans-
action, entities associated with the Rick-
etts family entered into an “operating 
support agreement” under which they 
were obligated to make unsecured sub-
ordinated loans to the Cubs as requested 
by Major League Baseball (“MLB”) to 
provide payments as needed to players 
in the event of a financial collapse.  

On the closing date, CBH made a 
special distribution to the Tribune of 
$704,872,594 – the tax consequences 
of this special distribution were the focus 
of the Tax Court decision. The sources 
of this distribution were two tranches 
of debt that were incurred by CBH: Sen-
ior Debt of $425 million from unrelated 
third parties (Senior Debt) and 
$248,750,000 of subordinated debt (Sub 
Debt) from RAC Finance, an entity 
owned by the Rickets family. The Senior 
Debt was obtained from several unre-
lated banks, and the proceeds of the Sen-
ior Debt could be used only to pay 
transaction costs, fund a debt service 
reserve and make the distribution to the 
Tribune. In this case, the parties stipu-
lated that the Senior Debt was debt for 
Federal income tax purposes. The Sub 
Debt was largely provided by MMR Fi-
nancing, LLC, an entity owned by Mar-
lene Ricketts, a member of the Rickets 
family.  MMR Financing formed another 
entity, RAC Finance, which actually 
made the loan to CBH.  RAC Finance 
was also controlled by the Rickets family.6 
The parties disagreed as to whether the 
Sub Debt was debt or equity for Federal 
income tax purposes. Because of this 
dispute, the terms of the Sub Debt are 
relevant.  

Subordination 
The Sub Debt was subordinated to the 
Senior Debt under a subordination 
agreement. The subordination agreement 
made payment of the Sub Debt condi-
tional on full payment of the Senior 
Debt. The agreement provided that CBH 

must pay the Senior Debt in full before 
making payments other than “permitted 
payments” on the Sub Debt. To be con-
sidered “permitted payments,” the pay-
ments must be for regularly scheduled 
interest payments made if no default 
occurred, the payments must be per-
mitted under the cash waterfall (de-
scribed below), and the interest rate 
must not exceed 6.5%.  

The agreement also prioritized the 
Senior Debt in the event of a dissolution 
or reorganization. It provided that in 
the case of dissolution, winding up, re-
organization, or liquidation, the Sub 
Debt holders will transfer and assign to 
the Senior Debt lenders any claims or 
demands that arise. The subordination 
agreement also granted J.P. Morgan, as 
collateral agent of the Senior Debt 
lenders, a power of attorney over the 
Sub Debt holders during any default. If 
a dissolution or reorganization event 
occurs, any payments made toward the 
Sub Debt must be applied instead to the 
Senior Debt. In the event that any pay-
ments are made to the Sub Debt credi-
tors, those payments will be placed in 
a trust for the benefit of the Senior Debt 
lenders to apply to payment or prepay-
ment of the Senior Debt. Additionally, 
the Sub Debt creditors covenant not to 
commence or participate in any enforce-
ment proceedings for collection of the 
Sub Debt until the Senior Debt is paid 
in full.  

The Cash Waterfall 
As part of the Cubs transaction, J.P. 
Morgan, as collateral agent, and CBH 

* Thank you to Leah Gruen of Baker McKenzie for 
her assistance in the preparation of this article.  

1 Tribune Media Co. et al. v. Commissioner, No. 
20940-16; No. 20941-16, T.C. Memo 2021-122.  

2 Robert Willens, “Tribune’s Divestiture of the 
Cubs Reprises ‘Levpar’ Structure” (Nov. 2, 2009), 
2009 TNT 212-6; Amy S. Elliott, “Tribune Settles 
With IRS Over Leveraged Partnership Dispute” 
(Oct. 3, 2016), DOC 2016-18819.  

3 Your author became a Cubs season ticket holder 
when the club was owned by Phil Wrigley, and he 
and his family have enjoyed seats directly behind 
home plate for over 40 years. And, yes, his fond-
est wish was to watch the Cubs play a World Se-
ries game at Wrigley Field, something he never 
thought would happen until the “miracle year” 
of 2016.  And now it is back to the doldrums.  

4 As part of the ESOP transaction, the Tribune 
elected S corporation status, but that status 
would not have prevented double taxation from 

a taxable sale of the Cubs in 2009 because of 
Section 1374.  

5 Needless to say, the Ricketts’ investment in the 
Cubs has turned out to be a very good one, since 
public estimates of the value of the Cubs fran-
chise are now well above $3 billion [as of March 
2021]. https://www.forbes.com/teams/chicago-
cubs/?sh=671ff42a7e5f  

6 The Ricketts family contemplated selling a por-
tion of the Sub Debt to investors, and created 
marketing materials for that purpose, but no 
such sales were ever made.  

7 MLB Central Fund distributions are distributions 
MLB Teams receive from national television rev-
enues.  

8 H.R. Rept. No. 98-432 (Part 2), supra at 1220, 
1984 U.S.C.C.A.N. at 886; see also General Ex-
planation at 231.  

9 Sec. 1.707-3(b)(1), Income Tax Regs.  
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entered into a cash collateral agreement. 
This agreement governed the flow of 
cash entering into CBH to create the 
cash waterfall. In CBH’s cash waterfall, 
revenues related to certain Cubs assets, 
such as gate receipts, local media rev-
enue, and MLB Central Fund distribu-
tions,7 would be deposited into the cash 
waterfall revenue account. Under the 
cash collateral agreement, after revenues 
in excess of roughly $50 million are 
transferred to a separate account to pay 
the Cubs’ operating expenses, the re-
maining funds are to be applied to the 
cash waterfall in the following order: 
First and second to accounts to service 
the Senior Debt; third to accounts to 
pay fees and other obligations; and 
fourth to the distribution account. 
Funds in the distribution account are 
then applied in the following order: 
First for specified capital contributions; 
second to pay principal and interest on 
operating support agreement loans; 
third to discretionary capital expendi-
tures; and fourth (and last) to pay the 
Sub Debt. The Sub Debt is only paid if 
revenue remains after every previous 
obligation is met through the cash wa-
terfall.  

Benefits to the Sub Debt Holders 
The Sub Debt note conferred benefits 
on the lender. One benefit was the right 
of first refusal to purchase equity in 
CBH. This right did not apply to the 
Ricketts family who would purchase eq-
uity in CBH as a matter of course. The 
Sub Debt lender also received 17 spec-
ified privileges under the Sub Debt note. 
These privileges include the right to use 
Wrigley Field for private functions, club-
house access, complimentary premium 
seating, season ticket options, hospitality 
benefits, premier parking, and the right 
to participate in postseason award cer-
emonies. These privileges are not trans-
ferable to any person who was not a Sub 
Debt holder.  

Maturity of the Sub Debt 
The Sub Debt had a 15-year maturity 
and was set to mature on October 27, 
2024. That maturity date, however, is 
not as fixed as it might appear. The 15 
year maturity was not actually fixed be-
cause its maturity depended on the ma-
turity of the Senior Debt, i.e., the Sub 

Debt principal could not be repaid until 
the Senior Debt was paid in full.  

Repayment of the Sub Debt  
CBH was not obligated to repay the Sub 
Debt principal until the Sub Debt note 
reached maturity. At CBH’s discretion, 
CBH may pay the total principal amount 
after five years from the closing date of 
the Cubs transaction.  

Interest 
Interest Terms - The Sub Debt had a 
stated interest rate of 6.5%. The Sub Debt 
note obligated CBH to pay the annual 
accumulated interest on the Sub Debt 
on the last business day in December. 
But CBH may pay the interest due only 
to the extent permitted by the subordi-
nation agreement and the amount of in-
come flowing through the cash waterfall. 
Under the subordination agreement, 
CBH may make a payment only if “there 
is cash available for such payment pur-
suant to the terms and conditions of the 
Cash Collateral Agreement and the Sub-
ordination Agreement.” Any interest 
that remains unpaid because the pay-
ment is not permitted under the cash 
collateral agreement (the agreement 
governing the cash waterfall) is added 
to the principal amount of the loan. If 
CBH does not have sufficient income 
to pay the interest in full, and the lender 
makes an election, CBH must make the 
remaining payment in kind (PIK). This 
PIK feature provides that if CBH could 
not pay the interest due, RAC Finance, 
the lender, could elect to receive up to 
39.5% of the interest due in cash. The 
remaining interest due would be added 
to the principal of the note and be treated 
as principal instead of accrued and un-
paid interest. If RAC Finance exercised 
the PIK feature, it could exchange the 
Sub Debt note for a new note reflecting 
the historic principal plus the PIK-ed 
interest added to the principal.  

On the closing date, RAC Finance 
elected to trigger the PIK “until such 
election is revoked in accordance with 
* * * the Subordination Note.” For the 
duration of the Sub Debt, Tribune was 
required to pay only 39.5% of the annual 
interest in cash.  

CBH’s Interest Payments - CBH 
timely made all required interest pay-
ments, whether in cash or in kind.  

Default Enforcement 
The Sub Debt lender had limited en-
forcement rights. RAC Finance could 
not demand payment on the Sub debt 
except in the case of default or other 
limited circumstances. Default occurs 
if (1) CBH fails to pay any principal or 
interest when due; (2) the total outstand-
ing principal (excluding any PIK interest 
added to the principal) of the Senior 
Debt and Sub Debt exceeds $750 million; 
and (3) payment of the entire principal 
amount of the Senior Debt is accelerated. 
These limited enforcement rights meant 
that RAC Finance had no power to com-
pel CBH to make its Sub Debt interest 
payments.  

The subordination agreement further 
weakened RAC Finance’s ability to en-
force repayment. The subordination 
agreement overrode the Sub Debt note 
until the Senior Debt was paid in full. 
While the Senior Debt was still out-
standing, the subordination agreement 
precluded holders of the Sub Debt from 
enforcing any rights or remedies granted 
to them under the Sub Debt note, in-
cluding their right to payments.  

Priority of the Sub Debt 
The Sub Debt ranked higher than eq-
uity but lower than the Senior Debt at 
CBH. The parties did not dispute this 
fact, but they disagreed on whether 
the Sub Debt was debt or equity for 
Federal income tax purposes. At trial, 
both parties presented experts on the 
issue. Even if the Sub Debt were treated 
as debt, CBH was well capitalized.  The 
court accepted expert testimony that 
the debt-to-equity ratio of CBH was 
just below 4:1, consisting of $673,750 
of debt and $171 million of equity.  
Nonetheless, a key aspect of the trans-
action was that the Tribune entered 
into two guarantees with respect to the 
Senior Debt and the Sub Debt (i.e., the 
Senior Debt guaranty and the Sub Debt 
guaranty, respectively). These guaran-
tees were always part of the transaction 
structure.  

The guarantees were guarantees of 
collection of principal and interest; they 
were not guarantees of payment. A pay-
ment guaranty obligates the guarantor 
to pay the loan during a specified period 
following the borrower’s default. In con-
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trast, the timeframe within which a guar-
antor must make good on a collection 
guaranty is uncertain. A lender may en-
force a collection guaranty only after 
the lender has obtained a judgment 
against the borrower and the judgment 
is unsatisfied, or the borrower is insol-
vent, or could not be compelled to pay. 
Both guarantees included similar terms. 
Neither guaranty may be enforced until: 
(1) CBH fails to make a payment and 
the debt is accelerated; (2) the lenders 
have exhausted all creditor remedies 
against CBH; and (3) the lenders have 
not collected the full amount of the prin-
cipal and interest guaranteed by Tribune. 
But the guarantees differ on some key 
issues. The Sub Debt guaranty adds an 
additional hurdle to enforcement: the 
Senior Debt must be paid in full before 
the Sub Debt guaranty obligations can 
be triggered. Furthermore, the Senior 
Debt guaranty provided that, upon writ-
ten request from the senior lenders, the 
Tribune must assign the guaranty to any 
person who acquires all or substantially 
all of the Tribune. The Tribune also may 
not otherwise assign or transfer the guar-
anty. The Tribune thus did not report 
the value of the guarantees on its finan-
cial statements. It did, however, disclose 
the guarantees in footnotes within those 
statements.  

In the final step of the Cubs trans-
action, CBH transferred cash to Trib-
une. On the closing date, CBH received 
the proceeds from the Senior Debt and 
Sub Debt. That day, CBH made a special 
distribution of $704,872,594 to the 
Tribune. As a result of arbitration be-
tween the parties to the Cubs transac-
tion, that amount was later adjusted to 
$705,672,725. As an afternote, embedded 
in the Cubs transaction was an option to 
the Tribune to sell and an option to RAC 
to buy Tribune’s remaining 5% interest 
in the Cubs. The agreement allowed RAC 
to call Tribune’s 5% interest any time dur-
ing 2018 or 2024, and the Tribune to put 
its 5% interest anytime during 2021 or 
2027. In 2018, RAC exercised its call op-
tion. The parties agreed to CBH’s fair 
market value. After determining the net 
equity value by reducing the gross fair 
market value by the outstanding debt, 
RAC paid the Tribune $107 million for 
its 5% interest.  

The Tribune reported the Cubs trans-
action as a disguised sale, but it treated 
the distribution as being within the ex-
ception for debt-financed distributions. 
The Commissioner examined the Tri-
bune’s and CBH’s 2009 tax returns. On 
June 28, 2016, the Commissioner sent 
the Tribune a notice of deficiency for 
2009. In the notice, the Commissioner 
determined an increased tax liability of 
$181,661,831 attributable to built-in 
gains under Section 1374 of the Code. 
Citing the anti-abuse rules under Section 
701 of the code and the substance-over-
form doctrine, the Commissioner de-
termined that the Tribune’s guarantees 
were not valid and that the disguised 
sale of the Cubs was taxable. The Com-
missioner calculated that the Tribune 
realized $739,509,665 of built-in gain 
on the sale of the Cubs, $705,679,530 
more than the Tribune reported on its 
return.  

One June 28, 2016, the Commis-
sioner sent Northside Entertainment 
Holdings, LLC (formerly RAC), a “Final 
Partnership Administrative Adjustment” 
(an “FPAA”) for 2009. Through the 
FPAA, the Commissioner determined 
partnership items of CBH, namely, ad-
justments to income, capital contribu-
tions, and disguised sale proceeds. The 
FPAA also set forth the Commissioner’s 
determinations regarding the nature of 
CBH’s liabilities, reclassifying CBH’s 
Sub Debt as equity and its Senior Debt 
as nonrecourse debt. The Commissioner 
then adjusted CBH’s recourse liabilities 

down from $673,750,000 to zero and 
adjusted its nonrecourse liabilities from 
$122,878,291 to $537,878,291. The Com-
missioner also adjusted capital contri-
butions to CBH. The FPAA also set forth 
a decrease in the Tribune’s capital con-
tribution from $715,503,405 to $20 mil-
lion and an increase in RAC’s capital 
contribution from $165,376,486 to 
$414,176,486.  

The Tax Court’s Opinion 
The Cubs transaction arose from the 
Tribune’s desire to dispose of the Cubs’ 
assets, to focus on its core businesses, 
and to obtain cash to pay off other debts. 
However, the Cubs assets had signifi-
cantly appreciated, and an outright sale 
would have generated considerable gain 
recognition. To maximize its after-tax 
proceeds, the Tribune sought to structure 
the disposition of the Cubs assets in a 
tax-favored way. The Tribune intention-
ally structured the disposition of the 
Cubs assets to fit into an exception to 
the disguised sale rule that would allow 
for nonrecognition of gain from the spe-
cial debt-financed distribution. The Trib-
une contributed the Cubs assets to a 
newly formed partnership, CBH, in ex-
change for a 5% interest. CBH borrowed 
money and the Tribune guaranteed col-
lection of the debt. Then, CBH made 
the special distribution to the Tribune 
as part of the transaction. Finally, the 
Tribune reported the transaction on its 
2009 return as a disguised sale. The Trib-

10 Id. 
11 Id. 
12 Sec. 1.707-5(b)(2), Income Tax Regs.  
13 Sec. 1.707-5(b)(2), Income Tax Regs.; Sec. 1.752-

1(a)(1), Income Tax Regs.  
14 Sec. 1.707-5(b)(2), Income Tax Regs.; Sec. 1.752-

1(a)(2), Income Tax Regs.  
15 Sec. 1.707-5(b)(2), Income Tax Regs.  
16 General Explanation at 232.  
17 Id. 
18 Pixie Dairies Com. v. Commissioner, 74 T.C. 476, 

493 (1980).  
19 Sec. 1.752-2(a) and (b)(1), Income Tax Regs.  
20 Id. 
21 Id.  
22 Id. 
23 Sec. 1.752-2(b)(4), Income Tax Regs.  
24 See sec. 1.752-2(b)(3)(i), Income Tax Regs, (listing 

“guarantees” as a possible contract that could 
confer a payment obligation, and thus recourse 

liability status, upon a partner); see also sec. 
1.752-2(f), Example (7), Income Tax Regs, (stat-
ing the guaranteeing partner bears the risk of 
economic loss for a loan).  

25 Sec. 1.752-2(j)(3), Income Tax Regs.  
26 Id. 
27 The general anti-abuse rule overlaps signifi-

cantly with several common law doctrines. When 
the Secretary proposed the partnership general 
anti-abuse regulation, commentators ques-
tioned whether it simply codified existing com-
mon law doctrines, especially the substance over 
form and business purpose doctrines. T.D. 8588, 
1995-1 C.B. 109, 112. The preamble to the final 
regulation explained that “[w]hile the funda-
mental principles reflected in the regulation are 
consistent with the established legal doctrines, 
those doctrines will also continue to apply.” Id at 
112.  

28 Sec. 1.701-2(a), Income Tax Regs.  
29 Sec. 1.701-2(d), Examples (1) and (2), Income Tax 

Regs.  

NOTES



10 o J O U R N A L  O F  T A X A T I O N l F E B R U A R Y  2 0 2 2 P A R T N E R S H I P S ,  S  C O R P O R A T I O N S  &  L L C S   

une intended to limit its recognized gain 
to the proceeds that exceeded the debt-
financed distribution. The IRS did not 
dispute that the Cubs transaction was 
structured as a disguised sale; rather, 
the IRS took issue with the debt-financed 
distribution portion of the transaction. 
The IRS argued that the Sub Debt and 
the guarantees were not bona fide.  

A disguised sale occurs when a part-
ner transfers property into a partnership 
and that partner receives cash or prop-
erty in return in such a way to render 
the transaction a sale. Section 
707(a)(2)(B) of the Code provides:  

If –  

(i) there is a direct or indirect transfer 
of money or other property by a 
partner to a partnership,  

(ii) there is a related direct or indirect 
transfer of money or other property 
by the partnership to such partner 
(or other partner), and  

(iii) the transfers described in clauses 
(i) and (ii), when viewed together, are 
properly characterized as a sale or 
exchange of property, such transfers 
shall be treated * * * [as between the 
partner acting other than in his 
c ap a c it y  a s  a  m e m b e r  o f  s u c h 
partnership and the partnership.]  

The result of this provision is to re-
voke the nonrecognition treatment for 
transactions between a partner and a 
partnership and to treat the transaction 
as a taxable sale of property between 
unrelated parties. The regulations prom-
ulgated under Section 707(a)(2)(B) of 
the Code attempt to clarify when a trans-
fer between a partnership and its partner 
more closely reflects a sale rather than 
a contribution and distribution. Con-
gress specifically instructed that the Sec-
retary should be mindful that the 
Committee is concerned with transac-
tions that attempt to disguise a sale of 
property and not with non-abusive 
transactions that reflect the various eco-
nomic contributions of the partners.8 
The regulations state that whether a 
transaction is treated as a disguised sale 
depends on whether:  

b a s e d  o n  a l l  t h e  f a c t s  a n d 
circumstances—  

(i) The transfer of money or other 
consideration would not have been 

made but for the transfer of property; 
and  

(ii) In cases in which the transfers are 
n o t  m a d e  s i m u l t a n e o u s l y,  t h e 
subsequent transfer is not dependent 
on the entrepreneurial  risks of 
partnership operations.9  

The regulations list factors that may 
assist in making the determination.10 
There are exceptions to the disguised 
sale rules, including the debt-financed 
distribution rule. The debt-financed dis-
tribution rule permits a partner to receive 
a debt-financed distribution of property 
from a partnership as part of a disguised 
sales tax free up to the amount of debt 
allocated to that partner.11 To invoke the 
debt-financed distribution rule, the part-
ner must “retain substantive liability for 
repayment” of the debt, meaning it must 
be allocated the partnership liability.  

Section 1.707-5(b)(1), Income Tax 
Regs., sets forth the rule Tribune relies 
on to exclude the amount of debt-fi-
nanced gain:  

[I]f a partner transfers property to a 
partnership and the partnership 
incurs a liability and all or a portion 
of the proceeds of that liability are 
allocable * * * to a transfer of money 
or other consideration to the partner 
made within 90 days of incurring the 
liability, the transfer of money or 
other consideration to the partner is 
taken into account only to the extent 
that the amount of money * * * 
transferred exceeds that partner’s 
allocable share of the partnership 
liability.  

Under the debt-financed distribution 
rule, a partner’s allocable share of a part-
nership liability is its share of the liability 
under normal rules for allocation of 
partnership liabilities, multiplied by the 
percentage of the liability used to fund 
the distribution.12 The allocation of part-
nership liabilities among partners de-
pends on whether the liability is a 
recourse liability or a nonrecourse lia-
bility.13 A recourse liability is a liability 
for which “any partner or related person 
bears the economic risk of loss.”14 A non-
recourse liability is one for which “no 
partner or related person bears the eco-
nomic risk of loss.”15 Whether a trans-
action is abusive can depend on whether 
a partner bears the economic risk of 

loss. In attempting to distinguish be-
tween abusive and non-abusive trans-
actions, Congress recognized that debt 
frequently plays a valid role in both sale 
and business formation transactions 
and thus did not intend to limit its le-
gitimate use. The report of the Joint 
Committee on Taxation explains that a 
non-abusive use of debt occurs in the 
following situation:  

a partner contributes property to a 
partnership and that property is 
b o r r o w e d  a g a i n s t ,  p l e d g e d  a s 
collateral for a loan, or otherwise 
refinanced, and the proceeds of the 
l o a n  a r e  d i s t r i b u t e d  t o  t h e 
contributing partner, there is not a 
disguised sale to the extent the 
distributed proceeds are attributable 
to indebtedness properly allocable to 
the contributing partner under the 
rules of section 752 (i.e., to the extent 
the contributing partner is considered 
to retain substantive liability for 
repayment of the borrowed amounts), 
since, in effect, the partner in this case 
has simply borrowed through the 
partnership. * * *16  

In contrast, an abusive situation oc-
curs when: “the transferor partner re-
ceives the proceeds of a loan related to 
the property and responsibility for the 
repayment of the loan rests, directly or 
indirectly, with the partnership (or its 
assets) or the other partners.17 Essentially, 
the distinction is whether the contribut-
ing partner is still economically liable 
for the debt. In this case, the taxpayers 
argued that the Cubs transaction was a 
disguised sale but that the distribution 
to the Tribune is not taxable because it 
was debt-financed distribution. They 
claimed that the Commissioner erred 
when he invalidated the guarantees, 
recharacterized the liabilities, and des-
ignated the Sub Debt as equity.  

The IRS agreed that the Cubs trans-
action was structured as a disguised sale, 
but argued that the distribution to the 
Tribune is taxable. The IRS claimed the 
guarantees promise repayment in name 
only, the Senior Debt was nonrecourse, 
and the Sub Debt was not bona fide debt. 
The IRS argued in the alternative that 
various doctrines should be applied to 
recast the Cubs transaction as an outright 
sale. The Tax Court took each issue in 
turn. First, the Tax Court considered 



whether the debt was bona fide debt or 
equity for Federal income tax purposes. 
Second, it addressed whether the Senior 
Debt guaranty was sufficient to render 
the Senior Debt recourse as to the Trib-
une. Lastly, it considered the applicability 
of various non-statutory rules to deter-
mine whether the guarantees should be 
disregarded for Federal income tax pur-
poses.  

The first issue that the parties disputed 
was whether the $248,750,000 of Sub 
Debt that CBH borrowed from RAC Fi-
nance was a bona fide debt. The Tribune 
argued that the Sub Debt was bona fide 
debt and therefore a partnership liability 
of CBH. The IRS disagreed, saying the 
Sub Debt was actually additional equity 
invested by the Ricketts family. If the 
Sub Debt is not bona fide debt, then it 
could not be allocated to the Tribune to 
increase its tax basis in CBH. And the 
Tribune’s recognized gain from the Cubs 
transaction could not be reduced by its 
share of the Sub Debt liability.  

Factors to Determine Debt or Equity 
In determining whether an advance is 
debt or equity, the Tax Court considered 
13 factors outlined in Dixie Dairies 
Corp.:  

the names given to the certificates 
e v i d e n c i n g  t h e  i n d e b t e d n e s s ; 
pre s e nc e  or  abs e nc e  of  a  fi xe d 
maturity date; source of payments; 
r i g h t  t o  e n f o r c e  p a y m e n t s ; 
participation in management as a 
result of the advances; status of the 
advances in relation to regular 
corporate creditors; intent of the 
parties; identity of interest between 
creditor and stockholder; “thinness” 
of capital structure in relation to debt; 
ability of corporation to obtain credit 
from outside sources; use to which 
advances were put; failure of debtor 
to repay; and risk involved in making 
advances.18  

The Tax Court then weighed each of 
these factors in turn.  It found that there 
were several factors that indicated that 
the Sub Debt was debt, such as the name 
placed on the instrument, the debt-to-
equity ratio and the timeliness of repay-
ment.  However, because the Sub Debt 
was subordinated, the court gave con-
siderable weight to the practical impact 
of this subordination and concluded 

that a number of “equity-like” factors 
were present. In particular, the court 
concluded that there was no fixed ma-
turity date in the Sub Debt (even though 
there was one by the terms of the Sub 
Debt) because the stated maturity date 
would automatically be extended if there 
was any extension or delay of repayment 
of the Senior Debt.  Likewise, even 
though the Sub Debt had various rights 
in the event of a default, the court em-
phasized that those rights could not be 
enforced due to the terms of the subor-
dination agreement, a factor which the 
court stated strongly supported equity 
treatment. The fact that the Sub Debt 
was held by the Ricketts family – which 
also held most of the equity in the Cubs 
— was also a strong indication that the 
Sub debt was equity in substance. The 
court also emphasized that the Sub Debt 
was used to make a payment to the Trib-
une, which was an “equity-like” usage 
of these funds.  

The Tax Court also found as a factual 
matter that the parties “intended” that 
the Sub Debt be more like equity than 
debt, which it viewed as a significant 
factor in its determination. In this regard, 
the fact that the Ricketts family attempted 
to sell off pieces of the Sub Debt to other 
investors – who would receive privileges 
such as priority parking, box seats and 
private usage of Wrigley Field if they 
held the Sub Debt – was a strong indi-
cation that the parties really intended 
the Sub Debt to be equity, even though 
no such sales ever occurred. In addition, 
and perhaps more importantly, because 

the Sub Debt was held by the Ricketts 
family, the Tax Court concluded that 
the risk associated with this instrument 
was more in the nature of equity. The 
court stated:  

The risk borne by the Ricketts family 
was that of an equity holder, not of a 
debt holder. If a lender of a bona fide 
debt does not receive payment on its 
loan, it can sue to force a liquidation 
of the borrower’s assets or exercise 
other collection mechanisms. An 
equity holder in the same position is 
likely to force its business to liquidate 
to pay itself back uncollected debts. 
An equity holder bears the risk of loss 
if the borrower defaults. The Ricketts 
family bore this risk. If CBH defaulted 
on its obligations, RAC Finance had 
no real tool to enforce payment under 
the subordination agreement or the 
Sub Debt note. Payment of the Sub 
Debt was so relegated that it was the 
obligation of last priority in the 
c omp any.  Eve n  i f  e n forc e me nt 
measures existed, the Ricketts family 
(as sub debt holders) would have to 
enforce their rights by causing the 
liquidation of CBH, the company they 
owned. This is beyond unlikely.  

There were other factors that the Tax 
Court concluded were more neutral. 
For example, the fact that repayment 
came from a cash waterfall in which pay-
ment of the interest on the Sub Debt 
was essentially deferred, but principal 
was always to be paid (and unpaid in-
terest was added to principal) was viewed 
as a neutral factor. The court also con-
cluded that although the Sub Debt did 
not carry any management rights, the 
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30 Sec. 1.701-2(d), Examples (4)-(6), Income Tax 
Regs.  

31 Sec. 1.701-2(d), Examples (7) and (8), Income Tax 
Regs.  

32 Id. 
33 See. e.g., Kraft Foods Co. v. Commissioner, 232 

F.2d 118, 128 (1956) (holding that because the 
parties that entered into the transaction had 
“separate mid real corporate personality” and 
“engaged in certain objective acts with the intent 
of creating legal rights and duties” the transac-
tion had a business purpose); DTD V. LLC v. Com-
missioner, T.C. Memo. 2018-32, at *39 (“[T]he 
relevant substantive question is whether the tax-
payer had a purpose other than obtaining tax 
benefits manifestly inconsistent with congres-
sional intent.”); Countryside Ltd. P’ship v. Com-
missioner, T.C. Memo. 2008-3, 95 T.C.M. (CCH) 
1006, 1018 (2008) (stating that the “ultimate 
transaction * * * accomplished] a legitimate eco-
nomic or business purpose”).  

34 See Countryside Ltd. P’ship v. Commissioner, 95 
T.C.M. (CCH) at 1018 (stating that the transaction 
had business purpose because it changed the 
economic positions of those involved).  

35 Sec. 1.752-2(j)(4), Income Tax Regs.  
36 Gregory v. Helvering, 293 U.S. at 470.  
37 Id. 
38 Exelon Corp. v. Commissioner, 147 T.C. 230, 299 

(2016), affd, 906 F.3d 513 (7th Cir. 2018).  
39 Id., 147 T.C. at 299.  
40 Esmark Inc, v. Commissioner, 90 T.C. 171, 200 

(1988), affd, 886 F.2d 1318 (7th Cir. 1989).  
41 Benenson v. Commissioner, 910 F.3d 690, 699 

(2d Cir. 2018), rev’g and remanding T.C. Memo 
2015-119.  

42 The Tax Court also considered whether the Trib-
une could deduct fees of $2.5 million paid to one 
of the bidders who reengaged in the bidding 
process for the Cubs after negotiations with the 
Ricketts family stalled; the court concluded that 
this fee had to be capitalized. 

NOTES
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fact that the Ricketts held such rights 
meant that factor was neutral and did 
not indicate either debt or equity. Con-
cerning its priority, the court also found 
that the Sub Debt was “positioned so 
closely between debt and equity that its 
position is not illuminating.” In conclu-
sion, the Tax Court determined that the 
Sub Deb was equity, not bona fide debt, 
for tax purposes. Although the Sub Debt 
had the superficial appearance of bona 
fide debt, it more closely resembles eq-
uity. Most factors signaled equity. Many 
of these factors – intent of the parties, 
right to enforce payment, risk, identity 
of the interest, and use of the advance 
– weigh significantly toward equity.  

The Tax Court then considered 
whether CBH’s bona fide debt, the Senior 
Debt, should be allocated to the Tribune, 
thereby allowing the Tribune to offset 
a portion of the gain on the special debt-
finance distribution.  

General Rules on  
Allocating Partnership Liabilities 
Section 752 of the Code and its regula-
tions govern the allocation of partnership 
liabilities. Under Section 752(a) of the 
Code, when a partner’s share of a part-
nership liability increases, the amount 
of that increase is treated as a cash con-
tribution or increased investment in the 
partnership by that partner. Conversely, 
under Section 752(b) of the Code, a de-
crease in a partner’s share of liabilities 
is treated as a distribution of cash. The 
partner receiving an increase or decrease 
of partnership liabilities also increases 
or decreases their basis in their part-
nership interest, reflecting their changing 
investment in the partnership.  

The Subchapter K rules mirror those 
of debt-financed property acquisitions 
by individuals. When an individual tax-
payer uses debt financing to acquire 
property, the amount of borrowed funds 
is treated as additional cash invested in 
the acquired property and therefore in-
creases the taxpayer’s basis in the property. 
This treatment is appropriate because it 
is assumed that the taxpayer will pay the 
debt, thereby actually investing the 
amount of cash that has been credited 
toward basis. And if the debt is not repaid, 
the borrower may have income as a result 
of the cancellation of that debt. The same 

treatment is appropriate in a partnership 
situation because, in the case of recourse 
debt, it is assumed that the liable partners 
will pay the debt if the partnership cannot 
do so. It is not always clear which partner 
should receive the allocation of a liability. 
If the venture is successful, the partner-
ship itself will pay the liability and no 
partner will bear responsibility. Therefore, 
to allocate a liability to a partner we must 
consider the worst-case scenario: Which 
partner will have to pay the debt if the 
partnership is unable to do so? If a partner 
would be obligated to pay the liability 
in this worst-case scenario, the liability 
is recourse and is allocated to the partner 
who “bears the economic risk of loss” 
for the debt. Which partner is allocated 
a liability depends on whether the part-
ners are general or limited partners and 
whether the liability is recourse or non-
recourse. In a general partnership, the 
general partner is allocated liabilities. 
CBH is an LLC and has no general part-
ners.  

Although the Tribune is not a general 
partner, the Tribune guaranteed collec-
tion of the debt. If the Tribune’s Senior 
Debt guaranty is valid, the Senior Debt 
is a recourse liability allocated to the 
Tribune. If not, it is a nonrecourse lia-
bility. The Tribune argued that it is al-
located the entire liability because it 
bears the economic risk of loss through 
its Senior Debt guaranty. The IRS dis-
agreed arguing that the Senior Debt 
guaranty does not sufficiently obligate 
the Tribune under the constructive liq-
uidation test. The IRS further argued 
that the principal purpose of the Senior 
Debt guaranty was to create an illusion 
of economic risk for the Tribune without 
creating any real risk for the Tribune.  

Section 1.752-2(b)(11), Income Tax Regs. 
– the Constructive Liquidation Test 
If the debt is recourse to the Tribune, 
the Tribune bears the risk of loss. A part-
ner bears the risk of economic loss for 
a partnership liability if the partner 
would be obligated to make payment to 
the creditor if the partnership were con-
structively liquidated.19 In a constructive 
liquidation, all of the following events 
are deemed to occur simultaneously: 
(1) all of the partnership’s liabilities be-
come payable in full; (2) all of the part-

nership’s assets (except property con-
tributed to secure a partnership liability), 
including cash, become worthless; (3) 
the partnership disposes of all of its 
property in a fully taxable transaction 
for no consideration; (4) all items of in-
come, gain, loss, or deduction are allo-
cated among the partners as of the date 
of the constructive liquidation; and (5) 
the partnership liquidates.20 

A partner’s obligation to make a pay-
ment on the debt is based on the facts 
and circumstances and includes any 
statutory or contractual obligations.21 
Contractual obligations are not limited 
to the partnership agreement and include 
“guarantees, indemnifications, reim-
bursement agreements, and other ob-
ligations running directly to creditors.”22 
Further, the regulations assume that 
partners who have obligations will ac-
tually perform those obligations. The 
IRS argued that the Tribune does not 
bear the risk of economic loss under the 
constructive liquidation test because 
the Senior Debt guaranty is not due and 
payable upon the constructive liquida-
tion of CBH. The IRS claimed that the 
Tribune’s obligation to pay was “insulated 
by requiring a series of complex lawsuits 
to exhaust all remedies in law and in eq-
uity, after which Tribune could have 
sued CBH’s lenders for not fully exhaust-
ing those remedies.”  

The taxpayers responded that the 
Commissioner is not properly applying 
the constructive liquidation test, and 
the Tax Court agreed. Under the con-
structive liquidation test, the Tribune 
bore the risk of economic loss for the 
Senior Debt. According to the terms of 
the Tribune’s guaranty of the Senior 
Debt, the Tribune is obligated to pay 
when CBH fails to make a payment and 
the debt is accelerated, the creditors have 
exhausted their remedies, and the cred-
itors have failed to collect the full amount 
of the debt. In a constructive liquidation, 
as contemplated by the test set forth in 
the regulations, the partnership fails to 
pay the debt, the debt comes due, the 
partnership assets are depleted, and the 
debt remains outstanding. Under the 
Senior Debt guaranty, the Tribune would 
be required to pay in this circumstance.  

The test here is whether the Tribune 
must repay the Senior Debt creditors in 



a worst-case scenario. No other party 
was liable for the debt, no partnership 
assets secured the loans, and if the debt 
were due in full in the world of a con-
structive liquidation, the Senior Debt 
creditors would seek repayment from 
the Tribune and no other party.  

The Commissioner also argued that 
the Senior Debt guaranty does not pass 
the constructive liquidation test because 
it creates a contingent obligation for the 
Tribune. A contingent obligation is an 
obligation that “is subject to contingen-
cies that make it unlikely that the obli-
gation will ever be discharged.”23 The 
Commissioner claimed that the require-
ment that creditors exhaust legal reme-
dies before seeking repayment from the 
Tribune make it “unlikely the obligation 
will ever be discharged,” and that it is 
“far from clear” that the creditors would 
be capable of exhausting these legal 
remedies, making the Tribune’s collection 
obligation contingent.  

The fact that the Senior Debt guaranty 
is a collection guaranty does not negate 
the Tribune’s ultimate obligation. And 
the requirements in the Senior Debt 
guaranty that lenders exhaust their reme-
dies is not a contingency under section 
1.752-2(b)(4), Income Tax Regs. If it 
were, most if not all collection guarantees 
would be disregarded as conferring an 
obligation under the constructive liq-
uidation test when the regulations clearly 
intend to treat guarantees – including 
collection guarantees – as obligations.24 
The requirement that the creditors ex-
haust other legal remedies before turning 
to the Tribune does not vitiate the Tri-
bune’s ultimate obligation to pay.  

Section 1.752-2(1). Income Tax Regs. – 
the Specific Anti-Abuse Rule 
The constructive liquidation test is sub-
ject to an anti-abuse rule. The anti-abuse 
rule disregards the payment obligation 
or treats it as the obligation of another 
person if it creates an illusion of the part-
ner’s economic risk of loss without ac-
tually subjecting the partner to real 
financial risk. Section 1.752-2(j)(l), In-
come Tax Regs., provides that the obli-
gation may be disregarded if “facts and 
circumstances indicate that a principal 
purpose of the arrangement between 
the parties is to eliminate the partner’s 

economic risk of loss with respect to 
that obligation or create the appearance 
of the partner or related person bearing 
the economic risk of loss when, in fact, 
the substance of the arrangement is oth-
erwise.” The regulation articulates two 
situations and an example that illustrates 
the rule. The first situation does not apply 
here. The second states that an obligation 
is not recognized if “the facts and cir-
cumstances evidence a plan to circum-
vent or avoid the obligation.”25 The 
example indicates that a partner with a 
deficit restoration obligation did not 
bear the economic risk of loss when that 
partner was a subsidiary with severely 
limited capital such that it could not be 
exposed to losses likely to be incurred 
by the partnership.26 

The IRS argued that this anti-abuse 
rule applied here. According to the IRS, 
the possibility that the Senior Debt guar-
anty would ever be called was so remote 
that the Tribune did not bear the risk 
of economic loss. The IRS claimed nu-
merous “buffers” made it unlikely the 
Senior Debt guaranty would be called. 
One of these buffers is that the Tribune 
did not bear the risk of loss because the 
Ricketts family “was the true guarantor.” 
The IRS focused on the Ricketts family’s 
ownership of the Cubs as an intergen-
erational trophy asset, stating that be-
cause the Ricketts family committed to 
the Cubs as a long-term investment, the 
family was the “real guarantor.”  

The Tax Court disagreed with the 
IRS. In a constructive liquidation, the 
Cubs would be deemed worthless and 
the Ricketts family would lack an in-
centive to preserve its investment. Fur-
ther, the Ricketts family was not a partner 
in CBH, and no transaction documents 
obligated RAC to pay the Senior Debt 
in constructive liquidation. A recourse 
debt must be allocated to a partner, and 
there is no evidence that RAC was that 
partner.  

The Tax Court then turned its atten-
tion to Canal Corp, which is the only 
other case applying the anti-abuse rule 
in section 1.752-2(j).  Both parties argued 
that Canal Corp supported their posi-
tion. The Tax Court concluded that 
Canal Corp was inapposite because the 
decision in Canal Corp was based on 
the fact that the guarantor lacked suffi-

cient assets to satisfy its guarantee. In 
this case, although the Tribune had filed 
for bankruptcy, it had sufficient assets 
to pay the Senior Debt guaranty at the 
time that guaranty was executed, and it 
expected that its assets would increase 
over time.  Therefore, the Tax Court re-
jected the IRS’ attempt to rely on Canal 
in this situation.  

Having failed on the statute and reg-
ulations in its attack on the validity of 
the Senior Debt guarantee, the IRS ar-
gued that section 1.701-2(b), Income 
Tax Regs., and the common law doctrine 
of substance over form apply to invali-
date the Cubs transaction and the nontax 
treatment of the special distribution. 
Section 1.701-2(b), Income Tax Regs., 
which establishes a general anti-abuse 
rule for partnerships, and the doctrine 
of substance over form are coextensive 
and function together when necessary.27 
But neither the general anti-abuse rule 
nor the substance over form doctrine 
applies to the Cubs transaction.  

Section 1.701-2. Income Tax Regs.:  
The Subchapter K Anti-Abuse Rule 
In addition to the specific anti-abuse 
rule provided by section 1.752-2(j), In-
come Tax Regs., regulations under sub-
chapter K include a general anti-abuse 
rule. Section 1.701-2(a), Income Tax 
Regs., provides that the intent of sub-
chapter K is to allow taxpayers to conduct 
business jointly, with flexibility as to the 
economic arrangements between part-
ners, without incurring an entity level 
tax. For a taxpayer to take advantage of 
subchapter K, it must first meet three 
requirements:  
1.  The partnership must be bona fide 

and each partnership transaction or 
series of related transactions (indi-
vidually or collectively, the transac-
tion) must be entered into for a 
substantial business purpose.  

2.  The form of each partnership trans-
action must be respected under sub-
stance over form principles.  

3.  Except as otherwise provided in this 
paragraph (a)(3), the tax conse-
quences under subchapter K to each 
partner of partnership operations 
and of transactions between the part-
ner and the partnership must accu-
rately reflect the partners’ economic 
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agreement and clearly reflect the part-
ner’s income (collectively, proper re-
flection of income). * * *28  
If a taxpayer does not meet these re-

quirements, it fails the anti-abuse rule 
under section 1.701-2, Income Tax Regs. 
The IRS argued that the anti-abuse rule 
of section 1.701-2, Income Tax Regs. 
applies to invalidate the Senior Debt 
guaranty because the regulation “requires 
that each component of a partnership 
transaction have a substantial business 
purpose.” The IRS claimed that the Senior 
Debt guaranty lacked a substantial busi-
ness purpose and therefore violates the 
general anti-abuse rule. To support this 
assertion, the Commissioner pointed 
to the benefits lacking in the Senior Debt 
guaranty: It did not improve the Tribune’s 
credit or decrease interest rates on the 
loans; the Tribune did not receive pay-
ment to issue the Senior Debt guaranty; 
and the senior creditors did not request 
that the Tribune guarantee the loans. 
As further evidence of the Senior Debt 
guaranty’s lack of business purpose, the 
Commissioner claimed that the credit 
rating agencies “gave little or no credence” 
to the Senior Debt guaranty. And the 
Tribune itself did not recognize the Sen-
ior Debt guaranty in its financial state-
ments under the GAAP requirements. 
Because the Senior Debt guaranty lacked 
a business purpose, argued the Com-
missioner, it served only to lessen the 
Tribune’s tax liability and fails the general 
anti-abuse rule.  

The taxpayers disputed the Commis-
sioner’s interpretation of section 1.701-
2, Income Tax Regs. They argued that 
the Commissioner inaccurately con-
strues the regulation to require a business 
purpose for “each component” of a trans-
action instead of the transaction as a 
whole. They point to the examples in 
the regulation and courts’ application 
of the regulation to support their con-
tention. The Tax Court agreed with the 
taxpayers. The examples in the regulation 
establish that a partnership must have 
a genuine business purpose for forming 
the partnership, not that every compo-
nent of the partnership’s formation have 
a separate business purpose. The exam-
ples find that a partnership passes the 
anti-abuse rule when it is formed to 
“conduct a bona fide business,29 such as 

real estate management, making joint 
investments, and owning and operating 
a building.30 A partnership does not have 
a business purpose when the partners 
lack the intent to genuinely pursue a 
venture under the partnership. In such 
a situation, the transactions did not have 
a business purpose because “any pur-
ported business purpose for the trans-
action is insignificant in comparison to 
the tax benefits” enjoyed by the partners 
if the partnership form were respected.31 
Accordingly, the transactions lacked a 
business purpose and should be disre-
garded.32 This business purpose require-
ment is thus a broad provision applying 
to the function of the partnership as a 
whole. It is not intended to apply to every 
agreement into which the partnership 
or its partners enter. That level of minu-
tiae was not contemplated by the general 
anti-abuse rule. The courts have inter-
preted business purpose requirements 
to apply to whether the entities engaged 
in the transaction are genuine and profit-
motivated or whether the ultimate intent 
of the transaction had a nontax pur-
pose.33 In determining whether a trans-
action has a nontax motive, courts assess 
whether the transaction alters the tax-
payer’s economic position.34 CBH, with-
out a doubt, had a bona fide business 
purpose. The Tribune and RAC created 
CBH to hold and operate the Cubs, an 
endeavor which CBH certainly pursued. 
The transaction was not a sham and re-
sulted in significant economic outcomes 
to the Tribune and RAC. No evidence 
shows that CBH lacked a business pur-
pose.  

Even if the business purpose require-
ment did not apply to the Cubs trans-
action as a whole, the Commissioner’s 
attempt to discredit the Senior Debt 
guaranty was unpersuasive. The purpose 
of a guaranty is to provide an ultimate 
payor on a loan if the original obligor 
is unable to pay. A valid guaranty ensures 
that the guarantor will shoulder the ul-
timate economic burden of a debt. Be-
cause a guaranty certifies that a debt will 
be paid, it may convey additional benefits 
to the parties, such as a favorable interest 
rate, an improved credit standing, and 
a payment from the creditor to the guar-
antor. The Commissioner cites these 
benefits as proof of a guaranty’s “business 

purpose,” and insists that because the 
Senior Debt guaranty lacked these en-
hancements, it is not a valid guaranty. 
But a guaranty does not require a sep-
arate purpose other than pledging ulti-
mate payment for a loan; additional 
perks may be desired but are not the 
purpose of the guaranty. Conditioning 
the validity of a guaranty on its provision 
of additional extrinsic benefits overlooks 
its essential function. A guaranty is re-
spected if the guarantor has ultimate 
economic responsibility for the loan. 
The Tribune bore ultimate responsibility 
for the Senior Debt, so its guarantee was 
valued for tax purposes.  

The Commissioner made two other 
arguments as to why the Senior Debt 
guaranty fails the general anti-abuse 
rule. First, the IRS claimed that the Sen-
ior Debt guaranty was a phony guaranty 
that was “trumped by the cash-backed 
competing guarantee of the Ricketts 
family,” the operating support agreement. 
But the operating support agreement 
did not guarantee the Senior Debt was 
established to fund necessary Cubs op-
erating costs. In fact, the operating sup-
port agreement expressly prohibited 
CBH from using the operating support 
agreement funds to satisfy debts.  

Second, the IRS stated that the Senior 
Debt guaranty’s status as a collection 
guaranty makes the likelihood of the 
Tribune’s ultimate payment too attenu-
ated, citing the protections embedded 
in the Senior Debt guaranty requiring 
the lenders to exhaust other legal reme-
dies before seeing payment from Tribune 
and the protections in the debt structure 
that minimized the risk of the Senior 
Debt guaranty’s being called. The Tax 
Court disagreed because collection guar-
antees are valid guarantees. The regu-
lations in fact provide an example where 
the partner who has a guaranty of col-
lection is allocated the debt as a recourse 
liability.35 The court specifically refused 
to invalidate a collection guaranty simply 
because the lenders must seek payment 
from other potential resources before 
turning to the guarantor. Similarly, the 
court will not invalidate a guaranty be-
cause the borrowing entity structured 
its debt to mitigate the risk of default. 
An entity may (and is perhaps encour-
aged to) create a debt structure that max-
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imizes its ability to satisfy the terms of 
its debt agreements. The Tribune’s fore-
sight on this issue does not invalidate 
the Senior Debt guaranty.  

The Judicial Doctrines 
Having failed in its attempt to attack 
this transaction under the partnership 
anti-abuse regulations, the IRS then 
claimed that the Tribune’s guaranty of 
the Senior Debt should not be respected 
under the substance-over-form doc-
trine. This doctrine embodies the con-
cept that the economics of a transaction, 
not just the formal paper steps, should 
determine its tax treatment. This doc-
trine arose in Gregory v. Helvering, 
where the U.S. Supreme Court consid-
ered a transaction that complied with 
the text of the Code, but not its intended 
purpose:  

The whole undertaking, though 
conducted according to the terms of 
sub division (B),  was in fact  an 
e l ab or ate  and de vious  form of 
conve yance mas querading as  a 
c or p or ate  re or g an i z at i on ,  an d 
nothing else. The rule which excludes 
from consideration the motive of tax 
avoidance is not pertinent to the 
situation, because the transaction 
upon its face lies outside the plain 
intent of the statute. To hold otherwise 
would be to exalt artifice above reality 
and to deprive the statutory provision 
in question of all serious purpose.36  

The Supreme Court also stated the 
test as “whether what was done, apart 
from the tax motive, was the thing which 
the statute intended.”37 Courts use the 
doctrine of substance over form to “de-
termine the true nature of a transaction 
and appropriately recast it for Federal 
income tax purposes.”38 But these prin-
ciples apply “only when warranted and 
generally respect the form of a transac-
tion.”39 

The taxpayers argued that substance 
over form should not apply because they 
complied with the disguised sale rules. 
They asserted the question posed by the 
doctrine of substance over form is 
whether the steps of the transaction sub-
stantively took place. And they argued 
the doctrine does not apply “where a 
taxpayer has dutifully structured a trans-
action in compliance with a detailed 
regulatory regime that implements Con-

gress’s intent.” They claimed that the 
Tribune may reap the tax benefits of the 
disguised sales rules if: 
1. the parties actually contributed their 

respective assets to form a bona fide 
partnership;  

2. the partnership in fact borrowed the 
Senior and Subordinated Debt;  

3. the Subordinated Debt in fact con-
stitutes true debt for tax purposes; 
and  

4. the Tribune provided guarantees of 
the Senior and Subordinated Debt 
that qualify as valid guarantees under 
section 752.  
The court concluded that because 

the Tribune followed – in substance as 
well as form – the prescribed steps of a 
disguised sale, the transaction should 
be respected. The Commissioner argued 
that the Tax Court should recast the 
Cubs transaction as an outright sale 
under the substance over form doctrine, 
i.e., in substance the Cubs transaction 
was a sale of 95% of the team’s assets and 
was “orchestrated as a partnership con-
tribution in form solely to avoid the pay-
ment of income tax.” The IRS alleged 
that “[f ]rom the outset, all parties knew 
the transaction was in substance a sale, 
that Tribune wanted to part with the 
Cubs, that the transaction had to be 
structured in a certain manner, and that 
the structure existed to provided Tribune 
tax benefits.”  

In reaching this decision, the Tax 
Court emphasized that what the Com-
missioner is describing as abusive is a 
disguised sale. Taxpayers reported this 
disguised sale as such on their tax returns 
and have consistently identified the Cubs 
transaction as a disguised sale. The IRS 
acknowledged the same on the FPAA 
issued with respect to CBH and the no-
tice of deficiency issued to the Tribune. 
The Cubs transaction was a disguised 
sale in both form and substance. The 
economic reality of this transaction lies 
squarely within the intent of the dis-
guised sale statute. The parties to the 
transaction formed a bona fide partner-
ship that operates the Cubs franchise 
with assets contributed by the Tribune. 
And the partnership in fact distributed 
cash to the Tribune. This transaction 
also substantively fits into the debt-fi-
nanced distribution exception for a dis-

guised sale, receiving the distribution 
tax free up to the amount of the Senior 
Debt guaranteed by the Tribune. CBH 
borrowed the Senior Debt, and the Trib-
une guaranteed the Senior Debt.  

When such a transaction is explicitly 
provided for by Congress and followed 
by a taxpayer in both substance and 
form, the Court refused to recharacterize 
it.40 The doctrine of substance over form 
is applied to prevent taxpayers from 
mislabeling transactions to achieve a 
desired tax consequence.41 The taxpayers 
did not mislabel the transaction here; 
the economic substance of the Cubs 
transaction is a disguised sale with a 
debt-financed distribution, a structure 
contemplated by both the statute and 
the regulations.42 

Analysis 
The Tax Court stated that its decision 
in Tribune Media was “split” because 
the taxpayer won in part and the IRS 
won in part, but in fact this decision is 
a huge victory for taxpayers.  The trans-
action that the taxpayer utilized in Trib-
une Media was carefully structured to 
conform to the terms of the disguised 
sale regulations that the IRS has prom-
ulgated, and the Tax Court did not allow 
the IRS to avoid the consequences of its 
own regulations.  The court also refused 
to allow the IRS to utilize generalized 
anti-abuse rules and the judicial doc-
trines to recharacterize a transaction 
that adopted a structure that is expressly 
contemplated in the Code and regula-
tions. And the court also refused to allow 
the IRS to disregard a collection guar-
antee that was issued by a taxpayer where 
the guarantor had sufficient assets to 
honor the guarantee if ever called upon 
to do so, even though the likelihood that 
such guarantee would be called was re-
mote.  

Moreover, the part of the decision 
that was a “loss” for the taxpayer focused 
on whether a subordinated loan made 
by an owner of an entity to that entity 
should be treated as debt or equity for 
tax purposes. This aspect of the decision 
followed well-trod ground and applied 
principles that have been outstanding 
for decades. Although one could quib-
ble with how the various factors were 
applied by the Tax Court in this case, 
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the determination that the Sub Debt 
had to be treated as equity rather than 
debt for tax purposes should not come 
as a complete surprise to tax practi-
tioners.  

However, tax planners should be 
very pleased that the Tax Court re-
fused to accept the IRS’ arguments 
which were aimed at recharacterizing 
a carefully-structured transaction that 
followed all of the rules and regula-
tions to obtain a tax benefit. Was the 
transaction structured to obtain a tax-
free distribution of cash to the Tribune 
– of course it was! Did the regulations 

allow for this treatment – of course 
they did! And was this transaction 
the result of careful tax planning that 
took into account the terms of the ap-
plicable regulations – obviously,  it 
was. The court respected the trans-
action because its substance was the 
same as its form, and that form was 
specifically addressed in the regula-
tions. The court did not allow the IRS 
to use broad anti-abuse rules and the 
judicial  doctrines in a situation in 
which the tax results of a transaction 
were expressly set forth in the appli-
cable law.  

S o  t he  Tax C our t’s  decis ion in 
Tribune Media  will go down in the 
books as a win for tax planners who 
are willing to be meticulous in fol-
lowing the disguised sale regulations. 
These regulations could apply almost 
any time that property is contributed 
to a partnership, so tax practitioners 
need to be ver y familiar with them 
in order to take advantage of the rules 
(as happened in Tribune Media) and 
to avoid running afoul of these rules. 
Tribune Media  is a case that shows 
that careful tax planning will be re-
warded. l
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