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Material Participation and
STR Tax Strategy

Educational purposes only. This article is informational and does not constitute tax, legal, or financial advice. Tax laws are
complex and change frequently. Always consult a licensed CPA or tax professional before implementing any tax strategy.

The material participation rules are one of the most discussed — and most misunderstood — aspects
of STR taxation. When applied correctly and with proper documentation, they can unlock significant tax
advantages. Here's what every STR investor should understand.

01 — Why STRs Have Unique Tax Advantages

Short-term rentals occupy a unique position in the tax code. Unlike traditional long-term rentals —
which are classified as passive activities — short-term rentals can qualify as non-passive activities
under certain conditions.

 Long-term rentals are almost always classified as passive activities

» STRs with average guest stays of 7 days or fewer may qualify as non-passive

» Non-passive losses can offset W-2 income, business income, and other ordinary income

* This can result in significant tax savings for high-income earners

» The key is meeting the material participation requirements

Practical Tip: This is one of the most powerful tax strategies available to STR investors — but it requires
careful documentation and planning. Work with a CPA who specializes in STR taxation.



02 — What Is Material Participation?

Material participation is an IRS standard that determines whether you're actively involved enough in an
activity for it to be classified as non-passive.

» Test 1: You participated more than 500 hours during the year

» Test 2: Your participation was substantially all of the participation for the activity

 Test 3: You participated more than 100 hours and no one else participated more than you
» Test 4: The activity is a significant participation activity and total hours exceed 500

» Test 5: You materially participated in 5 of the last 10 years

» Test 6: You materially participated in 3 prior years for personal service activities

» Test 7: Based on all facts and circumstances, participation was regular, continuous, and
substantial

Practical Tip: For most STR operators, Test 1 (500+ hours) or Test 3 (100+ hours and more than anyone
else) are the most commonly used.

03 — The 7-Day Average Stay Rule

For an STR to potentially qualify as a non-passive activity, the average period of customer use must be
7 days or fewer.

* Average period of customer use = total rental days divided by number of rentals
* If average stay exceeds 7 days, the activity is treated as passive

« If average stay is 7 days or fewer, it may qualify as a non-rental business activity
» The 7-day rule is necessary but not sufficient on its own

* You must also meet material participation requirements

Practical Tip: Track your booking data carefully. If you have a mix of short and longer stays, calculate your
average periodically.

04 — Documenting Your Hours



If you plan to claim material participation, documentation is everything. The IRS can challenge your
claim — and without records, you may lose the deduction.

» Keep a daily log of time spent on STR activities

» Record the date, duration, and nature of each activity

* Include guest communication, management, maintenance, bookkeeping, and marketing
» Use a spreadsheet, app, or dedicated tracking log

* Retain records for at least 3—7 years

» A Material Participation Log is a standard document many CPAs recommend

Practical Tip: Don't reconstruct your hours from memory at year-end. Keep contemporaneous records as
you go.

05 — How This Interacts with Cost Segregation

Material participation becomes especially powerful when combined with cost segregation — an
engineering study that accelerates depreciation on your property.

« Cost segregation identifies assets depreciated over 5, 7, or 15 years instead of 27.5 years
» Bonus depreciation may allow large first-year deductions on qualifying assets

» Combined with material participation, losses may offset ordinary income

* This strategy is most impactful for higher-income earners

» Requires a qualified cost segregation study from a licensed professional

Practical Tip: The combination of material participation and cost segregation is powerful — but also highly
scrutinized. Work with experienced STR tax professionals.

Bottom Line

Material participation is a legitimate and powerful tax strategy for STR investors — but it requires
careful planning, meticulous documentation, and guidance from a CPA who understands the STR tax
landscape. Start tracking your hours from day one, and consult a qualified tax professional before filing.



