
Vol. 22   |  No. 3

Summer 2026

The
Modernization

of Banking

55470 Delaware Bankers.pdf September 21, 2026 11:26:37

1



Rentals and Taxes

Short-Term Rentals 
and Taxes:

by
Tim W. Lehew, CPA
Supervisor
Tax & Small Business
Belfint, Lyons, Shuman

Understanding 
Schedule E, 
Schedule C, Material 
Participation, and 
Cost Segregation

Delaware Banker   |   Summer 2026 18

The explosive growth of short-term rental platforms such as 
Airbnb and VRBO has transformed the real estate investment 
landscape. What was once primarily a market for vacation 

homes has evolved into a sophisticated investment sector attracting 
individual investors, entrepreneurs, and professional real estate 
operators alike.

As short-term rentals become increasingly common, understanding 
their tax treatment has become more important than ever. For 
investors, tax classification can significantly impact deductions, 
loss limitations, and overall tax liability. For lenders and investors, 
it can affect how income, expenses, and cash flow are evaluated 
when analyzing a rental property.

One of the most challenging aspects of short-term rental taxation 
is that tax reporting often differs from the economics. A property 
may generate strong positive cash flow while reporting little taxable 
income due to depreciation deductions. Conversely, another property 
may report substantial income but face higher tax obligations 
because of the way the activity is classified. Understanding these 
distinctions requires looking beyond the bottom line of a tax return 
and examining how the property is classified

Understanding Schedule E: Traditional Rental Activity
Most rental real estate activities are reported on Schedule E 
(Supplemental Income and Loss) of Form 1040.

This is generally the default treatment when an owner rents 
property to tenants or guests without providing substantial 
services beyond the lodging itself.

A common misconception is that a property automatically 
becomes a business simply because guests stay for short 
periods. In reality, the length of a guest’s stay is not the primary 
factor used to determine whether income belongs on Schedule 
E or Schedule C (Profit or Loss from Business). Instead, the 
IRS focuses largely on the nature of the services provided to 
occupants. 

If the owner’s primary role is to provide accommodations 
rather than operate a service business, the activity will 
generally remain a rental activity reported on Schedule E.

Examples of services that typically do not convert a rental 
activity into a Schedule C business include:
• Providing furnished accommodations
• Supplying linens and towels
• Offering internet access and utilities
• Cleaning between guest stays
• Performing routine maintenance and repairs
• Providing basic household items
• Arranging landscaping, lawn care, or snow removal
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These activities are generally considered normal rental-related 
services rather than substantial services provided for the 
convenience of guests. As a result, many Airbnb and VRBO 
properties continue to qualify for Schedule E treatment despite 
high occupancy levels, frequent turnover, and significant
annual revenue.

Schedule E treatment often resembles traditional real estate 
investing. Rental income and expenses are reported separately 
from wages and business income, and depreciation frequently 
plays a major role in reducing taxable income.

When a Short-Term Rental Becomes a Schedule C 
Business
A short-term rental can shift from an investment activity to 
an operating business when the owner begins providing 
substantial services that extend beyond merely supplying 
lodging. 

Examples of services that may trigger Schedule C treatment 
include:
• Daily housekeeping
• Regular room cleaning during guest occupancy
• Meal preparation or breakfast service
• Concierge services
• Transportation arrangements
• Guided tours or recreational activities
• Hotel-style guest support and amenities

These services are more characteristic of hotels, inns, and bed-
and-breakfast establishments than traditional rental properties. 
When such services become a significant component of the 
operation, the IRS may view the activity as a trade or business 
rather than a rental activity.

One important consequence of Schedule C treatment is 
exposure to self-employment tax. Unlike Schedule E rental 
income, which is generally exempt from self-employment 
taxes, Schedule C income may be subject to both income tax 
and self-employment tax, increasing the taxpayer’s overall tax 
burden. 

For lenders and investors, Schedule C treatment may also 
indicate higher operational complexity, greater management 
requirements, and increased business risk compared with a 
traditional rental property.

The Seven-Day Rule: One of the Most 
Misunderstood Concepts
Few topics create more confusion among short-term rental 
owners than the so-called seven-day rule. Many investors 
incorrectly assume that an average guest stay of seven days 
or fewer automatically converts the activity into a Schedule C 
business. That assumption is incorrect. 

The seven-day rule primarily affects how the activity is 
classified under the passive activity loss rules, not whether

(continued on p. 20)
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income must be reported on Schedule C versus Schedule E.

Generally, when the average customer stay is seven days or 
less, the activity may no longer be considered a traditional 
rental activity for passive loss purposes. This distinction can 
create valuable tax-planning opportunities because passive 
activity rules typically limit the ability to use losses against 
nonpassive income such as wages or business income. 

If the owner materially participates in the operation, losses 
generated by the property may potentially offset other sources 
of income. This is where the concept of material participation 
becomes extremely important.

Material Participation: The Difference Between 
Ownership and Operation
Material participation is often the determining factor in 
whether losses from a short-term rental can be treated as 
passive or nonpassive. The IRS provides several tests for 
material participation, with the most commonly cited being 
participation exceeding 500 hours per year. Other common 
requirements for material participation include when the 
owner has substantially all of the participation in the activity 
(no property manager) or when the owner has more than 100 
hours and more than any other individual involved.  Other tests 
may apply depending on the circumstances. 

The distinction is best understood through a simple comparison.

Investor A: Passive Owner
This investor hires a professional property management 
company to:
• Handle reservations
• Communicate with guests
• Coordinate cleaning services
• Manage maintenance requests
• Oversee day-to-day operations

The owner spends only a few hours each month reviewing 
financial reports and monitoring performance

Investor B: Active Operator
This investor personally:
• Communicates with guests
• Coordinates maintenance and repairs
• Schedules cleaning services
• Adjusts pricing strategies
• Resolves operational issues
• Oversees daily management activities

The owner devotes substantial time to operating the property 
throughout the year.

(continued from p. 19)

Although both investors may own nearly identical properties 
with similar revenue and expense structures, the tax treatment 
can differ substantially because Investor B may satisfy the 
material participation requirements.

Why Cash Flow and Taxable Income Often Tell 
Different Stories
One of the most important observations for lenders, and 
investors, is that taxable income does not always reflect
economic performance. 

Consider a short-term rental purchased for $600,000 that 
generates:
• $90,000 in annual revenue
• $35,000 in operating expenses
• $55,000 in cash flow before depreciatio

After depreciation deductions are applied, the property may 
report a taxable loss despite generating significant positive 
cash flo .  

Without understanding depreciation and tax classification
rules, a tax return could create the misleading impression 
that the property is underperforming when, in reality, it may 
be producing healthy cash flow and strong returns. For this 
reason, evaluating real estate investments requires more than 
simply reviewing reported taxable income.

Cost Segregation: Accelerating Depreciation 
Benefits
One of the most powerful tax strategies available to short-term 
rental owners is a cost segregation study.

Under traditional depreciation rules, residential rental property 
is generally depreciated over 27.5 years. However, not every 
component of a property must be depreciated over that 
timeframe. A cost segregation study identifies specific assets 
that may qualify for shorter recovery periods, allowing owners 
to accelerate depreciation deductions. 

Assets commonly identified include:
• Furniture
• Appliances
• Decorative fixture
• Flooring
• Certain electrical systems
• Landscaping
• Driveways
• Fencing
• Outdoor improvements
• Specialized property components
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Short-term rentals are particularly attractive candidates for 
cost segregation because they often contain significantly more 
personal property than traditional long-term rental properties. 

A fully furnished Airbnb may include:
• Beds and mattresses
• Sofas and dining furniture
• Televisions and entertainment systems
• Kitchen equipment
• Outdoor seating
• Smart-home technology
• Security systems
• Decorative furnishings

These items can represent a substantial portion of the property’s 
total investment and may qualify for shorter depreciation lives. 

Bonus Depreciation and Enhanced Tax Benefits
Cost segregation became even more attractive with the 
introduction of bonus depreciation provisions that allowed 
eligible assets to be deducted more rapidly than under 
traditional depreciation methods.

Although bonus depreciation percentages have changed 
over time, under current law a 100% first year depreciation 
deduction is allowed for qualifying 5, 7-and 15-year property.

For many investors, the ability to accelerate deductions can 
produce significant tax savings during the early years of 
ownership while improving after-tax cash flo .

Understanding Depreciation Recapture
While accelerated depreciation can be highly beneficial,
investors should understand that these deductions are not 
always permanent tax savings.

When a property is sold, previously claimed depreciation may 
become subject to depreciation recapture rules, which can 
result in a portion of the gain being taxed at other than favorable 
capital gains rates. Generally, depreciation previously claimed 
on 27.5-year assets can be taxed up to 25% as unrecaptured 
Section 1250 gain and for personal property assets (Section 
1245 property such as furniture, appliances and equipment) 
previously claimed depreciation can be taxed at ordinary 
income rates.

Investors who aggressively accelerate depreciation should 
evaluate both the short-term benefits and the potential long-
term consequences when developing their investment strategy.

Key Takeaways
Short-term rentals occupy a unique position between traditional 
rental real estate and operating businesses. 

As a result, their tax treatment can be significantly more 
complex than many investors anticipate.

The most important concepts to remember include:
• Short-term guest stays do not automatically require Schedule

C reporting.
• Schedule E remains common when owners primarily provide

lodging rather than substantial guest services.
• Schedule C generally applies when property owners provide

hospitality-style services similar to those offered by hotels
or bed-and-breakfast operations.

• The seven-day rule affects passive activity classification and
loss treatment, not automatically the tax reporting schedule.

• Material participation can determine whether losses are
passive or nonpassive.

• Cost segregation may substantially accelerate depreciation
deductions.

• Taxable income and cash flow are often very different
measures of performance.

• Depreciation benefits should be evaluated alongside
potential future recapture consequences.

Conclusion
As short-term rentals continue to grow as an investment class, 
understanding their tax implications has become increasingly 
important for investors, tax professionals and lenders. The 
classification of income, the owner’s level of involvement, 
passive activity considerations, and depreciation strategies can 
all materially affect how a property’s financial performance 
appears on a tax return. 

A tax return showing little income or even a substantial loss 
does not necessarily indicate a poorly performing investment. 
In many cases, depreciation and cost segregation strategies 
may significantly reduce taxable income while the property 
continues to generate strong positive cash flo . By evaluating 
tax treatment alongside occupancy, operating performance, 
debt service, and cash flo , stakeholders can gain a far more 
accurate understanding of an investment’s true financial
strength. 

The investors and professionals who understand these 
distinctions will be better equipped to evaluate opportunities, 
manage risk, and make informed decisions in the rapidly 
evolving world of short-term rental real estate. 
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Tim W. Lehew, CPA
brings 21 years of accounting experience 
across both public and private accounting. 
He specializes in small business accounting 
and tax, as well as individual tax, and enjoys
helping clients navigate complex financial 

matters and find effective solutions.
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