Ambassador Apartments, Inc. v. Commissioner, 50 T. C. 236 (1968)

A shareholder’s investment in a corporation, though formally structured as debt, will
be treated as equity for tax purposes if it lacks the substance of a true debt.

Summary

In Ambassador Apartments, Inc. v. Commissioner, the U. S. Tax Court examined
whether a note issued by a corporation to its shareholders was debt or equity. The
Litoffs transferred an apartment building to Ambassador Apartments, Inc. ,
receiving stock and a note secured by a fourth mortgage. The court held that the
note represented equity rather than debt due to the corporation’s thin capitalization
and the parties’ treatment of the note. The decision underscores the importance of
economic substance over form in determining the tax treatment of corporate
obligations, impacting how similar transactions should be structured and reported
for tax purposes.

Facts

The Litoffs purchased an apartment building in 1958 and transferred it to
Ambassador Apartments, Inc. , a newly formed corporation, in 1959. In exchange,
they received all the corporation’s stock and a note for $193,511. 56 secured by a
fourth mortgage on the property. The corporation had a debt-to-equity ratio of
approximately 123 to 1. Ambassador made partial payments on the note but
defaulted on others, and later modified the repayment terms to defer principal
payments. The Litoffs also advanced additional funds to the corporation to pay off a
second mortgage.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the corporation’s
and the Litoffs’ income taxes, asserting that the payments on the note should be
treated as dividends rather than interest and principal payments. The case was
brought before the U. S. Tax Court, which held hearings and issued its decision on
May 6, 1968.

Issue(s)

1. Whether the note issued by Ambassador Apartments, Inc. to the Litoffs in
exchange for the apartment building should be treated as debt or equity for tax
purposes.

Holding

1. No, because the note in substance represented equity rather than debt due to the
corporation’s thin capitalization and the parties’ treatment of the obligation.

© 2025 SCOTUSreports.com. All rights reserved. | 1



Court’s Reasoning

The court applied the substance-over-form doctrine to determine that the note was
equity. It considered the corporation’s thin capitalization, with a debt-to-equity ratio
of 123 to 1, as unrealistic for a true debt. The court also noted that the property’s
value, as evidenced by the Litoffs’ purchase price, was insufficient to secure the note
adequately. The parties’ conduct, including the modification of repayment terms and
the lack of enforcement of missed payments, further indicated that the note lacked
the substance of a debt. The court distinguished cases like Piedmont Corp. v.
Commissioner, where the prospects of the enterprise justified treating thinly
capitalized debt as such, noting that Ambassador’s earnings were insufficient to
meet all obligations. The decision was based on the economic reality of the
transaction rather than its formal structure.

Practical Implications

This decision emphasizes the importance of economic substance over form in
structuring corporate transactions. Practitioners must ensure that purported debt
instruments have adequate security and a realistic expectation of repayment to be
treated as debt for tax purposes. The case highlights the risks of thin capitalization
and the need to consider the overall financial health of the corporation when
structuring such transactions. Subsequent cases have continued to apply the
substance-over-form doctrine in similar contexts, affecting how corporations and
shareholders structure and report their financial arrangements.
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