Polakis v. Commissioner, 89 T. C. 669 (1987)

Property is held for investment, subject to the limitations of section 163(d), if it is
not used in a trade or business and the taxpayer’s activities lack the continuity and
regularity necessary to constitute engaging in a trade or business.

Summary

Dr. E. B. and Youla Polakis purchased undeveloped land in 1980 with the intent to
develop and resell it, but they did not engage in regular and continuous
development activities. The Tax Court held that the land was held for investment,
not for use in a trade or business, and thus interest deductions were limited under
section 163(d). The court’s decision hinged on the lack of substantial development
efforts and the property’s agricultural use, reinforcing that property held for
investment must be distinguished from property used in a trade or business based
on the taxpayer’s activities and intent.

Facts

In May 1980, Dr. E. B. and Youla Polakis purchased a 39. 57-acre parcel of
undeveloped land in Stanislaus County, California, for $640,000, with a
downpayment and a promissory note. The land was zoned for agricultural use but
was within an urban transition zone, suggesting future development potential. Dr.
Polakis, a full-time surgeon, hired agents to investigate development possibilities.
However, no formal steps were taken to extend sewer lines, annex the property, or
amend zoning to allow development. The Polakises used the land for agriculture and
secured a tax reduction under the Williamson Act. They claimed interest deductions
on their tax returns for 1981 and 1982, which the IRS challenged.

Procedural History

The IRS issued a notice of deficiency for the Polakises’ 1981 and 1982 tax years,
asserting that the interest paid on the land purchase was investment interest subject
to section 163(d) limitations. The Polakises petitioned the Tax Court, which heard
the case and issued its decision in 1987.

Issue(s)

1. Whether the Mable Property was held for investment within the meaning of
section 163(d), thereby subjecting the interest paid on the promissory note to the
limitations of that section.

Holding

1. Yes, because the Polakises did not engage in the trade or business of real estate
development, and their activities did not demonstrate the continuity and regularity
required to classify the property as held for use in a trade or business.
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Court’s Reasoning

The Tax Court applied the statutory definition of “investment interest” under section
163(d), which limits deductions for interest on debt incurred to purchase or carry
property held for investment. The court assessed whether the Polakises’ activities
with the Mable Property constituted a trade or business. Key factors included the
lack of regular and continuous development efforts, absence of formal steps to
extend sewer lines or amend zoning, and the property’s use for agriculture. The
court rejected the Polakises’ reliance on Morley v. Commissioner, distinguishing it
due to the taxpayer in Morley engaging in more substantial development activities.
The court concluded that the Polakises held the property for investment, as their
actions were more consistent with an investor waiting for capital appreciation than a
developer actively working to develop and sell the land. The court also noted that
the Polakises’ other real estate activities were separate and did not influence the
classification of the Mable Property.

Practical Implications

This decision clarifies that for property to be considered held for use in a trade or
business, taxpayers must demonstrate regular and continuous efforts toward
development or sale. Legal practitioners should advise clients that mere intent to
develop and resell is insufficient without substantial action. This ruling impacts how
taxpayers categorize real estate holdings for tax purposes, particularly in
distinguishing investment properties from those used in a trade or business.
Businesses and individuals engaging in real estate should maintain detailed records
of development activities to support claims of business use. Subsequent cases, such
as King v. Commissioner, have continued to apply this principle, emphasizing the
importance of substantial investment intent and active engagement in development
activities.
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