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Investment, Passive, or Personal

by Libin Zhang

Like a modern major general who divides all 
matters into animal, vegetable, or mineral,1 the 
Internal Revenue Code essentially divides all 
noncorporate interest expenses into business, 
investment, passive, or personal. This rigid 
classification could lead to profit-seeking real 
estate activities that give rise to nondeductible 
personal interest expense.

Introduction

Individuals and other noncorporate taxpayers 
are generally not allowed to deduct personal 
interest. The term “personal interest” is defined in 
section 163(h)(2), by exclusion, as all of the 
taxpayer’s interest expense other than specific 
nonpersonal items:

1. interest allocable to a trade or business
(business interest), which is generally 

subject to the new section 163(j) business 
interest deduction limitations;2

2. investment interest under section 163(d),
which is deductible generally up to the 
taxpayer’s net investment income, as 
discussed below;

3. interest taken into account in computing
the taxpayer’s income or loss from a 
passive activity, which is either a rental 
activity or a trade or business activity 
under section 469;

4. qualified residence interest under section
163(h)(3) (home mortgage interest);

5. some interest incurred for unpaid estate
taxes; and

6. deductible student loan interest under
section 221.

The result is that any interest that is not in one 
of the above six categories is considered personal 
interest and therefore not deductible. For 
simplicity, the discussion below will omit the last 
three categories of interest expense.

For example, an individual borrows money to 
acquire and hold unimproved land solely for 
investment purposes. The land is neither used in a 
trade or business nor in a rental activity, which 
means that the interest expense is neither business 
interest nor passive activity interest. Based on the 
exclusive definition of personal interest, the 
interest expense must be either deductible 
“investment interest” or nondeductible personal 
interest.

Libin Zhang is a 
partner at Fried, Frank, 
Harris, Shriver & 
Jacobson LLP in New 
York.

In this article, Zhang 
describes some profit-
seeking real estate 
activities that may 
result in nondeductible 
personal interest 
expenses.

1
See W.S. Gilbert and Arthur Sullivan, “I Am the Very Model of a 

Modern Major-General,” The Pirates of Penzance (1879). See also Carolus 
Linnaeus, Systema Naturæ (1735) (dividing the natural world into regnum 
animale, regnum vegetabile, and regnum lapideum).

2
For a discussion of the business interest limitations and how to 

avoid them, see generally Libin Zhang, “Links to the Past: Old 
Exceptions to New Interest Deduction Limitations,” Tax Notes, Jan. 21, 
2019, p. 271. A trade or business for this purpose does not include the 
trade or business of performing services as an employee.
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Investment Interest
For an individual or other noncorporate 

taxpayer, investment interest is deductible only 
up to 100 percent of the taxpayer’s net investment 
income, with any remaining amounts carried over 
to the next year.

Section 163(d)(3)(A) defines investment 
interest as any interest on debt allocable to 
“property held for investment,” which is defined 
in section 163(d)(5)(A) as including any property 
that produces income of a type described in 
section 469(e)(1):

A. interest, dividends, annuities, or 
royalties;

B. gain or loss attributable to the 
disposition of property producing 
income of a type described in (A);3 or

C. gain or loss attributable to the 
disposition of property held for 
investment (as defined in section 
469(e)(1)(A)(ii)(II)).

In all cases, the income cannot be derived in 
the ordinary course of a trade or business. 
Investment interest also includes some types of 
interest expense from trading businesses.4 
Further, to prevent overlap with other categories 
of interest, section 163(d)(3)(B) provides that 
investment interest does not include home 
mortgage interest or passive activity interest.

In the above example, the land does not 
produce interest, dividends, annuities, or 
royalties, nor does it produce the gain described 
in (B). For the land to be property held for 
investment under section 163(d)(5)(A) and for the 
land’s interest expense to be investment interest, 
the land must produce gain or loss attributable to 
the disposition of property held for investment as 
defined under section 469(e)(1)(A)(ii)(II).

Section 469(e)(1)(A)(ii)(II) refers to “property 
held for investment” for purposes of the passive 
activity loss provisions’ portfolio income rules. 

The section 469 regulations provide that the term 
“property held for investment” is “within the 
meaning of section 163(d).”5

To recap, section 163(d)(5)(A) defines 
property held for investment by reference to the 
same term as defined in section 
469(e)(1)(A)(ii)(II). Section 469(e)(1)(A)(ii)(II) and 
its regulations then circularly define “property 
held for investment” back by reference to section 
163(d). The result is a tax code ouroboros:

The canon of statutory construction to avoid 
surplusage and to give effect to every clause and 
word of a statute6 teaches us that the term 
“property held for investment” should apply to at 
least some type of asset. Other tax provisions 
imply that the term includes unimproved land. 
The passive activity loss regulations provide that 
a rental of property is treated as incidental to the 
activity of holding the property for investment, 
thereby rendering the property a nonpassive 
asset, if the rental income is below a specific 
threshold and the principal purpose of holding 
the property is to realize gain from property 
appreciation.7 The regulations have an example of 
a taxpayer who owns unimproved land and leases 
it to a rancher for a low amount of rent.8 The 
example suggests that the taxpayer is holding the 

3
See Russon v. Commissioner, 107 T.C. 263 (1996) (stock in closely held 

C corporation property held for investment, even though it never 
actually paid a dividend).

4
See Rev. Rul. 2008-12, 2008-10 IRB 520; Rev. Rul. 2008-38, 2008-31 IRB 

249.

5
Reg. section 1.469-2T(c)(3)(i)(D).

6
See, e.g., Marx v. General Revenue Corp., 568 U.S. 371 (2013).

7
Reg. section 1.469-1T(e)(3)(vi)(B).

8
Reg. section 1.469-1T(e)(3)(viii), Example. 5.
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land for investment and that the land is therefore 
property held for investment for section 469 
purposes (and thus also for section 163(d) 
purposes).

Section 266 generally allows a taxpayer to 
elect to capitalize specific taxes and carrying 
charges, such as interest expense. The election 
applies only to items that are otherwise expressly 
deductible.9 In Rev. Rul. 91-7, 1991-1 C.B. 110, the 
IRS ruled that a foreign person cannot capitalize 
under section 266 any of its taxes and interest 
expense for holding unimproved land for 
investment. The foreign person has no gross 
rental income from the land and therefore could 
not have deducted the tax and interest amounts as 
effectively connected with a U.S. trade or 
business.10 The ruling is specific only to foreign 
persons and implies that the general rule for U.S. 
persons is that the interest expense can be 
deducted or capitalized under section 266.

Given that the term “property held for 
investment” in section 469 and section 163(d) are 
not well defined because of the circular reference, 
taxpayers have some risk that land held for 
investment is technically not a type of property 
held for investment. The interest allocable to the 
land would not be business interest, passive 
activity interest, or investment interest, so by 
process of elimination, the interest can only be 
nondeductible personal interest.

Real Estate Professional and Triple Net Leases
A similar risk of nondeductible personal 

interest expense may arguably occur with section 
469(c)(7) real estate professionals and their 
investment rental properties, such as triple net 
leased real properties.

For example, Ruth is an individual who is a 
real estate professional under section 469(c)(7) 
because she generally spends more than 750 
hours and more than half of her total hours each 
year on real property trades or businesses. 
Among her rental real properties is Maroonacre, a 

property that is encumbered by debt and is triple 
net leased to a retail tenant on a long-term basis. It 
is assumed that Ruth’s Maroonacre rental activity 
does not rise to the level of a trade or business.11 
Ruth has made the section 469(c)(7) aggregation 
election to treat all her interests in rental real 
estate as one rental activity,12 in which she 
materially participates for the year.

Ruth’s interest expense allocable to 
Maroonacre is not business interest because 
Maroonacre’s rental activity is not a trade or 
business based on the facts, and her section 
469(c)(7) aggregation election does not cause the 
rental activity to be part of a trade or business. The 
interest expense is also not passive activity 
interest, because Ruth is a real estate professional 
and her Maroonacre rental activity is not subject 
to the passive activity rules because of the 
aggregation election and her material 
participation in the aggregated rental activity. The 
interest expense is investment interest only if 
Maroonacre is property held for investment 
under the circular references in sections 163(d) 
and 469 as discussed above. If not, the 
nonbusiness interest expense may be 
nondeductible personal interest.

In contrast, Ruth’s less hardworking 
counterpart Mabel owns the adjacent real 
property Crimsonacre; Mabel is not a real estate 
professional under section 469(c)(7). Crimsonacre 
is also encumbered by debt and is triple net leased 
to a retail tenant on a long-term basis. 
Crimsonacre is a rental activity that is a passive 
activity. Mabel’s interest expense allocable to 
Maroonacre is passive activity interest. As long as 
Mabel has sufficient passive activity income from 
Crimsonacre or other passive activities, her 
passive activity interest is fully deductible, 
without being affected by either the section 163(j) 

9
Reg. section 1.266-1(b)(1).

10
The election under section 871(d) or 882(d), to treat U.S. real 

property gross income as income effectively connected with the conduct 
of a U.S. trade or business, is not available when the foreign person 
derives zero gross income from the U.S. real property during the tax 
year.

11
For a debate in another tax context over whether a triple net lease is 

a trade or business, see generally Notice 2019-7, 2019-9 IRB 740 (for 
purposes of a section 199A trade or business safe harbor, a triple net 
lease “includes a lease agreement that requires the tenant or lessee to 
pay taxes, fees, and insurance, and to be responsible for maintenance 
activities for a property in addition to rent and utilities. This includes a 
lease agreement that requires the tenant or lessee to pay a portion of the 
taxes, fees, and insurance, and to be responsible for maintenance 
activities allocable to the portion of the property rented by the tenant.”); 
Eric Yauch, “What Constitutes a Triple Net Lease for the 199A Safe 
Harbor,” Tax Notes, Mar. 14, 2019, p. 1361.

12
Reg. section 1.469-9(g).
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business interest deduction limitation or the 
section 163(d) investment income limitation.

The arbitrary penalization of real estate 
professionals did not exist before the Tax Reform 
Act of 1986, when the investment interest 
limitation applied explicitly to specific properties 
subject to a net lease. Former section 163(d)(4)(A) 
provided that property subject to a net lease is 
treated as property held for investment if the 
lessor’s deductions are below a threshold or if the 
lessor is guaranteed a specified return or against 
loss of income. When TRA 1986 enacted section 
469, net leased properties became rental activities 
that are covered by the new passive activity loss 
provisions. The Revenue Reconciliation Act of 
1993 later introduced the concept of real estate 
professionals who could be exempt from the 
passive activity loss provisions, but Congress may 
not have thoroughly considered the possibility of 
a real estate professional’s interest expense that is 
neither passive activity interest nor business 
interest.

Conclusion

The land held for investment in the first 
example leads to a circular reference in the IRC 
and its regulations. The tax law does not have as 
robust an error-checking mechanism as a 
program like Microsoft Excel, which would have 
articulated: “There are one or more circular 
references where a formula refers to its own cell 
either directly or indirectly. This might cause 
them to calculate incorrectly.” In the second 
example above of a real estate professional’s triple 
net leased property, different statutes enacted 
before the beginning of the century may have led 
to some interest expense falling through the 
cracks.

Without clarification to the contrary, the 
individual taxpayer could be at risk of having 
nondeductible personal interest expense in both 
cases. Missing and circular references may 
become more frequent as the tax law grows more 

intricate and arcane, especially in other complex 
areas such as the international tax regime (with 
equations both simple and quadratic13) and the 
centralized partnership audit rules as enacted by 
the Bipartisan Budget Act of 2015. 

13
See reg. section 1.861-10T(e)(1)(iv)(B) (quadratic equation to 

calculate interest expense of certain controlled foreign corporations), 
with a helpful example in reg. section 1.861-12T(j), Example 2.
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