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Acquisition vs Operational Expenses

The distinction between acquisition costs and operational expenses is defined by the property’s in-service date. Acquisition
costs and pre-service renovations must be capitalized and depreciated over time, whereas operational expenses are
deductible once the property is ready and available for rent. A critical trap for investors is that pre-in service "holding costs"
such as HOA dues, insurance, and utilities are generally lost forever (neither deductible nor capitalized) unless they are
directly tied to a specific capital improvement, renovations or construction project under IRC Section 266,

Acguisition & Construction Costs Increase Basis

Costs required to acquire or prepare the property including
closing costs, transfer taxes, and pre-service renovations
must be capitalized and depreciated.

Operational Deductions Wait For "In Service"

Routine operating expenses are typically non-deductible until
the property is ready and available for rent. These costs are
effectively "lost" [neither deductible nor capitalized) if
incurred during the pre-in-service phase, unless tied directly
to a capital improvement or construction project.

Exceptions For Mortgage Interest & Taxes

While you cannot claim pre-service interest and property
taxes against rental income, these costs might not be lost.
They can generally be claimed as itemized deductions on
your individual tax return (Form 1040, Schedule A) as second
home expenses until the property is officially placed in
service.

Can | deduct costs incurred before | select a property?

Yes. Investigatory travel, education, and entity setup fees are
considered "Startup Expenses." You may immediately deduct
up to 55,000 of these costs once the business becomes
active.

Does "In Service” mean the property is occupied?

No. Common misconception. It means the property is ready
and available, and you are taking active efforts to rent it. At
that time, you can begin deducting operational expenses,
even if without a tenant or guest stay.

Can pre-in-service utilities ever be capitalized?

Broadly, utilties, insurance and HOA dues are required to
keep the property in good order, and can be deducted if in
service (ready and available), or capitalized and depreciated
if connected to an improvement such as a renovation or new
construction.

Timing is everything. Categorize expenses based on the rental property’s in-service date to protect your tax deductions.
Be wary of the pre-in-service "dead zone" where holding costs are lost, but take advantage of startup expense rules to
capture early exploratory costs. Bottom line- don't dilly dally. Get that rental up and running, and in-service right away.

Rental Expert Pod: Ethan, Beth, Brett,
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Short-Term Rental (STR) Tax Advantage

The Short-Term Rental (5TR) loophole applies when your average guest stay is 7 days or fewer and you materially participate
in the activity. This reclassifies the rental from a passive activity to a nonpassive business activity.

The Result: You can deduct rental losses against your W-2 wages and other ordinary income without needing Real Estate
Professional Status (REPS). When paired with cost segregation and accelerated depreciation (bonus/Section 179), this can

generate impactful first-year tax deductions.

Seven Days Changes Everything

An average guest stay of 7 days or fewer moves the property
out of "rental” tax rules and into more tax-friendly "business"
rules under IRC Section 469.

Material Participation Is The Gatekeeper

You still need to materially participate, most commonly by
meeting the 100 hours and no one person did more than
you test (the other two tests are 500 hours and substantially
all hours... the 100 hour test is the most common for 1-3
properties).

No REPS Required

Unlike long-term rentals, you do not need to be a Real
Estate Professional to offset your other income with 5TR
losses. This is a common misconception.

Does hiring a property manager hurt my ability to qualify?
Mo. You can still materially participate even with a
full-service PM as long as you hit your hours and no single
PM employee individually as a human exceeds you. There
are several tasks that you, as an owner, will routinely do
outside of the PM but they must be hands-on tasks
(approving listings, coordinating repairs,swapping furniture,
etc.).

Can | use the STR loophole in the same year | buy the
property?

Yes, as long as the property is placed in service (ready and
available) and your average guest stay and material
participation tests are met before December 31.

Can I still use the STR loophole if I stay at the property
personally?

Yes, but personal use days are limited to 14 days or 10% of
the fair rented days (whichever is higher). Days spent
performingrepairs and maintenance do not count toward
your personal uselimit.

Used correctly, the STR loophole can transform a rental property’s tax footprint from passive, and generally nondeductible
for higher income earners to nonpassive and subsequently deductible. Proper execution makes all the difference,
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Cost Segregation & Accelerated Depreciation

Cost segregation is a strategic tool that reclassifies building components, such as flooring, lighting, and landscaping, into
shorter depreciation schedules (5, 7, and 15 years) rather than the standard 27.5 or 39 years. With bonus depreciation
restored to 100% for 2025-2030, this creates massive upfront deductions. When paired with Short-Term Rental (STR)
loophole or Real Estate Professional Status (REPS), these accelerated losses can offset active W-2 or business income,
creating significant immediate tax savings.

Reclassify Assets For Faster Depreciotion Deductions Do | need a professional cost segregation study?

A cost segregation study identifies personal property within For high-value properties or multi-unit properties, yes, a fully

a building, moving it from slow 39-year depreciation to rapid = engineered study is preferred. For single family homes under

5, 7, or 15-year schedules. This front-loads deductions into 52 million (generally), a less expensive DIY cost segregation

the early years of ownership (and at times all in the first year). study can be performed. However, fully-engineered studies
routinely yield 6-8% more in eligible property.

Maximize impact with Strategic Timing

Accelerated depreciation (bonus or Section 179) is most What happens if | convert my STR to a second home later?

powerful when you have high income to offset. Using the STR. It depends on how you took the deduction. If you used

Loophole or achieving REPS status allows these paper losses bonus depreciation, there is generally no recapture upon

to reduce your ordinary income, not just passive rental conversion. However, if you used Section 179, you may face
income. Don't forget about lookback [ retro cost segregation  a "clawback"” of the tax benefit if business use drops to 50%
as well. or below (must be predominantly business).

Navigate State & Federal Nuances Will I get hit with huge taxes when | sell {recapture)?
While federal law allows 100% Bonus Depreciation, many Yes. You must pay back a portion of the tax savings

states "decouple" and do not conform. However, most (recapture) at the time of sale, often at ordinary income
states still allow Section 179 expensing (with limits), offering rates. However, the "time value of money" [having the cash
an alternative pathway to accelerate deductions at the in hand today versus paying the IRS later) usually makes the
state level. cost seg + accelerated depreciation strategy a winner.

Cost segregation does not create new tax deductions; it simply accelerates future depreciation into the current year. It is a
pure cash-flow and time value of money play. By creating a temporary "IRS I10U," you free up capital today to reinvest and
grow wealth, accepting that the tax bill will eventually come due upon sale (unless you 1031 / 721 into something else).

——
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Real Estate Professional Status (REPS)

Real Estate Professional Status (REPS) is an IRS designation that allows qualifying individuals to treat their rental activities as
nonpassive, unlocking the ability to deduct rental losses against W-2 wages, business income, and other earnings. To qualify,
you must spend 750+ hours in real property trades or businesses and more than 50% of your total working time in those

* activities. You must also materiallyparticipate in your rental activities for the losses to be deductible.

'Key Rules
Two Thresholds Must Be Cleared

" To qualify for REPS, you must spend at least 750 hours in
real property trades or businesses and more than 50% of
your total working time in those activities. Reality check -
750 hours is 2 days a week, every week!

REPS Isn’t Enough By Itself

Qualification is just step one. Even after qualifying as a Real
Estate Professional, you must still materially participate in
your rentals (either individually or by grouping them under
Regulations 1.469-9(g)) to turn the losses nonpassive.

Only Real Work Counts. Investor-Level Activities

Do Not Count

Reviewing financial statements or browsing Zillow does not
qualify. Only documented, operational work (management,
construction, leasing, operations) counts toward the
750-hour and material participation tests. See our Material
Participation Executive Summary one-pager for more
information.

| Top FAQs

Does having a full-time W-2 job make REPS impossible?
Mot impossible, but statistically very difficult. Because you
must spend more than 50% of your total working time in
real estate, a 2,000-hour W-2 job would require you to work
an additional 2,001 hours in real estate to qualify. There is
somewiggle room for owners of real estate related
businesses.

Do my spouse’s hours count toward REPS?

Either spouse must meet the 750-hour and 50% tests
individually. But once REPS is met, both spouses’ hours
combine for material participation across the rental
activities.

Do REPS hours have to come only from rental properties?
Mo. REPS hours can come from any "real property trade or
business" you materially participate in, such as
development, construction, brokerage, flipping, or property
management. Many investors qualify by combining rental
hours with arelated business (e.g., a fix-and-flip entity or
being a real estate agent).

While challenging to achieve, REPS remains one of the most powerful tax tools available to rental property owners,
especially long-term property owners, and can apply across a wide range of situations (and possibly grouped real-estate

syndications).

support@wcginc.com
WWW.Wcginc.com

2393 Flying Horse Club Drive
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Material Participation

Material Participation (MP) determines whether your rental activity is passive or nonpassive. This classification directly
dictates whether you can use losses to offset W-2 wages and other income. While the IRS offers seven tests, most investors

rely on just three:
» Spending 500+ hours;

* Spending 100+ hours and no one person did more than you; or

* Doing substantially all the work.

For rental owners, passing one of these tests is the mandatory first step for both the Short-Term Rental (STR) Loophole

Strategy and Real Estate Professional Status (REPS).

The Clock Starts At In Service
Material participation hours generally only begin once the
property is placed in service (ready and available for rent).
Time spent renovating a property before it is available for
rent typically does not count.

Investor Time Doesn’t Count

Market research, deal analysis, reviewing financial
statements, and browsing listings might feel productive, but
the IRS classifies these as "investor hours." They do not
count toward material participation.

Hours Are Tracked Individual By Individual

If you hire a property management company, you are not
competing against the company’s total hours. You are
competing against each individual employee. To pass the
"100-hour" test, you simply need to work as many hours or
more hours than any single person.

When do material participation hours officially start?
Only once the rental is “placed in service” (ready and
available, advertised). Renovating a property you just
bought doesn’t generate MP hours unless the property
was already in service first.

Does supervising contractors or cleaners count?

Yes, as long as the property is in service and the supervision
is active and direct. Passive check-ins or inbox monitoring
don't count, but actual direction, approval, and oversight
does.

Can acquisition or due-diligence hours count toward MP?
Generally, no. Time spent searching, touring, analyzing,
budgeting, or negotiating the purchase is usually considered
“investor ime" or "start-up time" and does not count
toward the material participation tests. There is a nuanced
argument that for Short-Term Rentals (which are treated as
a "trade or business"), acquisition time might count under
the "business anticipation” rule.

Material participation isn't about doing everything. Rather, it's about doing enough of the meaningful work to prove your
rental is a business, and not a passive investment. Log every hour, describe the task clearly, and keep the property in service.
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Material Participation When Using a Property Manager

A common myth among real estate investors is that hiring a property manager automatically disqualifies you from material
participation. It sounds logical since PMs log a lot of hours, but the tax code doesn’t measure hours by companies, it
measures them by individual humans. As long as you personally hit 100 hours and no single person logs more hours than
you (using the most common test), material participation is still very much in play. With the right strategy, records, and
expectations, working with a property manager and materially participating are not mutually exclusive.

Hours Are Measured Human By Human

Material participation looks at individuals, not entities, so a
property manager’s collective hours don’t automatically
beat you. But you need the PM to track time on a
per-individual basis so you can add to your overall time log.

One Hundred Hours Is The Real Hurdle

Most owners struggle more with building their own 100
legitimate hours rather than with outpacing a PM’s staff.

2 hours each week can be a lot especially for highly seasonal
rentals.

Travel Time Must Be Anchored To Real Work

Driving or flying counts only when it results in actual
operational activity, and not drive-bys or "everything looks
fine" check-ins.

Doesn’t a property manager’s team automatically log
more hours than me?

MNo. The IRS attributes hours to individuals, not companies.
Five people logging 50 hours each doesn’t beat you unless
one person individually exceeds your time.

How can I realistically reach 100 hours with a property
manager in place?

Through approvals, pricing decisions, reviewing reports,
evaluating repairs, DIY maintenance, strategic oversight, and
properly anchored travel. Two hours per week can be a
struggle but it is not impossible, See Tasks That Count
Towards MP one-pager.

What's the biggest mistake owners make with PM time
tracking?

Waiting until year-end. If you discover in lanuary that one
cleaner logged more hours than you, it's too late to fix.
Monthly or quarterly time logs are essential.

Material participation with a property manager is not only possible, it's common among organized owners. Hit your hours
track everyone’s time by individual, document as you go, and the test becomes manageable even with full-service
property management.

Rental Expert Pod: Ethan, Beth, Brett,
Sara, Stuart, Ashita and Jason



Tasks That Count Towards MP

Below is a practical list of activities that generally count toward material participation hours when performed by a rental
property owner. These examples focus on operational involvement, not investor or educational tasks, and assume the rental
property is already in service. As you use this list, remember that documentation and reasonableness matter just as much as
the activity itself, and continuing to track hours beyond the minimum thresholds helps support your position if questioned.

e Collecting rent from tenants or guests

¢ Advertising rental property for lease

e Screening tenant or guest applications

e Negotiating and executing lease or rental agreements

e Directly managing or supervising repair contractors (this
one is tricky)

e Performing repairs yourself

¢ Bookkeeping for the rental property (but not reviewing
financial statements, subtle)

 Decorating/staging the rental property

¢ Conducting safety inspections (but let’s not get carried
away)

¢ Renovating an in-service property (the in-service part is
critical)

¢ Meeting tenants and guests about issues

¢ Responding to maintenance calls (but simply being on-call
does not count)

e Purchasing supplies (but let’s not dilly dally on Amazon)

¢ Coordinating tenant move-in and guest check-in, including
when they leave

¢ On-site management visits {same warning as safety
inspections)

¢ Reviewing local compliance requirements including Evolve,

Airbnb and Vrbo.
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e Filing permits for rental operations

¢ Procuring and reviewing hazard insurance

¢ Supervising employees such as your children who are on
payroll

¢ Communicating with city inspectors

¢ Managing utilities for rental property {negotiating internet
service, for example)

¢ Paying HOA dues and managing HOA compliance

o Attending HOA meetings if they are specific to operations

e Attending zoning or city council hearings for rentals

¢ Preparing property for new tenants or guests {turnover
cleaning)

* Filing property tax protests/appeals {which you should do
every two years, always)

e Meeting with attorneys and tax professionals

¢ Coordinating landscaping or lawn care services, including
pest control

* Reviewing and signing vendor contracts such as trash or
pool service

e Tracking and reconciling rent payments

¢ Drafting and reviewing tenant or guest communications

e Inspecting property after storms or damages

¢ Preparing documentation for tax return (if directly
rental property-related)

- —.
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Tasks That Don’t Count Towards MP

The activities below are common, familiar, and often productive, but they generally do not count toward material
participation hours. Most fall into the category of investor, educational, or preparatory work rather than day-to-day,
“hands-on" rental operations. These are also the activities owners most often (and unintentionally) overcount. Some of these
activities may still count toward the 750-hour test for Real Estate Professional Status, even though they do not count toward

material participation.

= Researching future investment or rental properties

* Reading market reports (yawn) or AirDNA (fun)

= Browsing Zillow or MLS listings (totally fun and addictive,
we get it, but a no-go just the same)

# Building ROI spreadsheets for new acquisitions

* Meeting brokers for acquisition discussions

* Reviewing rental property financials for own analysis (but
what about for a lender?)

* Continuing education courses including reading real estate
blogs/newsletters

* Being “on call” without actual work performed (need to lift
a finger at least)

* Renovating property before placed in service (again, this is
a big gotcha)

* Travel time considered commuting (no home office or
rental in your resident city / tax home)

= Travel with personal errands mixed in (you would never)

* Working as employee of real estate firm (<5% owner)

* Dreaming or thinking about rental properties

certified public accountants -
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* Travel without evidence of being directly connected to
day-to-day managerial operations

= Preparing financial summaries for your own portfolio or
personal financial statement

+ Attending real estate investment seminar

* Researching tax strategies (but talking to WICG CPAs &
Advisors about them, sure!)

* Networking events not directly tied to your rental
properties

» Meals (and drinks) with real estate professionals

* General investor club meetings

* Meeting with mortgage lenders for future loans

* Reviewing potential loan options for acquisitions (not
in-service yet)

= Preparing hypothetical budgets for “maybe” deals

* Performing due diligence on a property not yet purchased
(darn in-service thing again)

* Talking with other investors about their rentals

* Comparing financing structures theoretically

Rental Expert Pod: Ethan, Beth, Brett,
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Material Participation Hours Executive Summary

If the property is not placed in service, most hours do not count toward material participation. The IRS draws a hard line
 between preparing to own a rental property and actually operating one, although there are a few narrow exceptions. Until
the property is ready and available for rent, you are generally in “startup” or “investor” mode and not business operations
- which changes the color of your material participation hours.

Material
Phase Participation The Golden Rule & Hidden Traps
Selection & Mo Scrolling Zillow and running ROl spreadsheets is “investor time,” not operations.
Aquisition Exceptions: Expansion of an existing grouped rental business, or the STR “Anticipation”concept
(nonpassive business expectation).
Pre-Opening Mo The Richmond Doctrine: A business doesn't legally exist for tax purposes until it is ready for
Setup customers.
Exception: 5TR setup may count, but ONLY if the property is placed in service and operating
{with guest activity) by Dec 31st.
Renovations Mo If the property has never been ready and available for rent (regardless if actually rented), your
(Pre In-Serice) renovation time does not count. Bummer.
Silver Lining: It likely counts toward the 750-hour REPS threshold, depending on facts and
circumstances.
Renovations Yes Taking an active property offline between tenants to renovate absolutely counts.
{Post In-Service) Trap: You must equal or outwork your contractors to pass the 100-hour material participation
test (#3). Track their hours carefully.
Travel Time Squishy It is the difference between a personal “commute” and a business “route.” It must be integral

to operations, tied to real work, and pass the smell test.
Trap: Deducting the cost of mileage or airfare doe NOT automaically grant you participation
hours. An expense deduction can exist without participation in tow.

Material participation is mostly about operating a rental, not preparing to own one (with some narrow exceptions). Once you
cross into active operations where the property is ready and available for its intended purpose (placed in service), material
participation is a snap and becomes easier to defend. Bottom line- get that property into service!

support@wcginc.com 2393 Flying Horse Club Drive tel 719.387.9800
WWW.Wcginc.com Colorado Springs=C0=80921 txt 719.345.2100




Repairs vs Improvements

Distinguishing between a repair (deductible immediately) and an improvement (capitalized and depreciated) is a critical tax
decision. While the IRS default rule requires capitalizing any expense that is a Betterment, Restoration, or Adaptation (BRA),
specific Safe Harbors and the Unit of Property (UoP) repair analysis allow you to avoid these unfriendly rules. Having a
roadmap helps you turn what might be a 27.5-year (or worse, 39-year) depreciation schedule into an immediate tax

- deduction.

|Key Rules

' The $2,500 Rule Is Your Friend

Under the de minimis safe harbor, items or invoice line items
. costing 52,500 or less can generally be expensed

1 immediately. Ask vendors to itemize labor and materials to
 help stay under this threshold.

' Routine Maintenance Is Deductible

You can immediately expense activities you reasonably
 expect to perform more than once during the property’s
 class life (e.g., painting, inspecting, or replacing wear-and-tear
| parts like standard water heaters).

- Small Buildings Get Extra Flexibility

- If your building's unadjusted basis is under 51 million, the

- Small Taxpayer Safe Harbor allows you to deduct annual

' repairs/improvements up to the lesser of 510,000 or 2% of
' the building’s original cost.

| Top FAQs

Is replacing an HVAC system a repair or improvement?
Usually an improvement unless a safe harbor applies or is
considered a Qualified Improvement Property.

Is a bathroom renovation expensed or capitalized?
Generally a bathroom renovation is capitalized and
depreciated over time. However, if you have a rental with an
average guest stay of 30 days or less (non-residential or
transient), it might be eligible for bonus depreciation or
Section 179 expensing under Qualified Improvement
Property.

Is o water heater a repair?

If under 52,500, de minimis may apply; otherwise typically
immediately deducted when routine maintenance criteria
are met (you expect to replace a water heater more than
once during a 10-year period of time). Rarely will it be
depreciated over time (but many tax pro’s mess this up).

Repairs and improvements aren't just compliance rules, they're planning opportunities. Using the safe harbors and UoP
repair analysis (see our one pager) intentionally turns routine property spending into immediate tax benefit rather than

long-term depreciation.

support@wcginc.com
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Advanced Repairs, UoP Concept

To determine if an expense is a repair ([deductible immediately) or an improvement (capitalized), you must compare the work
against the entire "Unit of Property” (UcP). For buildings, the IRS defines the Unit of Property as either the building structure
itself or one of its nine separate building systems (such as HVAC, plumbing, electrical, security, and others).

Buildings Are Composed Of Systems

A building isn't just one asset; it is a collection of various
systems. Because systems like Plumbing or HVAC are so
large, repairs that seem expensive are often just small
fractions of the whole unit.

High Cost Does Not Mean Improvement

Don't let the price tag trip you up. A 55,000 expenditure to
fix a specific part (like a condenser) is likely a fully deductible
repair if it only restores a small piece of a larger system. The
nature of thework matters more than the dollar amount.

The Denominator Drives The Decision

The math comes down to scope. Divide the work done by
the size of the entire system. Replacing 10% of a roofis a
repair (Small Numerator / Big Denominator). Replacing 100%
is a restoration (Big Numerator / Small Denominator).

Is replacing the front door a repair or an improvement?
Likely a repair. The Unit of Property in this case is the
entire Building Structure. A single door is a tiny component
of that massive system (versus cutting in a brand new
opening which could be adaptation).

I am replacing ALL the windows. Can I deduct it?

Mo, this is an improvement (bummer). If you only replace a
few damaged windows (e.g., 5 out of 20), the Unit of
Property logic works in your favor. You haven't replaced the
major component, just a small fraction. That would be a
repair.

I am ripping out carpet and installing tile throughout the
house.

This is an improvement (again, bummer). Replacing flooring
throughout restores a substantial part of the building's
interior. If you only replaced flooring in one bedroom, it
would likely be a repair.

The difference between a deduction and a depreciation schedule often comes down to how you define the Unit of Property.
By viewing repairs in the context of the whole system (rather than just the invoice amount), you can accurately and

aggressively defend large deductions.
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Vacation Home Rules

Many investors want the best of both worlds: a tax-advantaged rental and a personal getaway. However, the IRS enforces
tight Vacation Home Rules when personal use exceeds the greater of 14 days or 10% of fair rental days. Crossing this
threshold reclassifies the property as a mixed-use asset, which strictly limits deductions to the amount of rental income
earned. This means you cannot claim a tax loss against other income (but they are carried into the future).

The 14 Day / 10% Threshold

Vacation home status is triggered if your personal use
exceeds 14 days or 10% of total rental days (whichever is
greater). Once triggered, your expenses are capped at your
rental income; excess losses generally carry forward but
cannot offset W-2 or other business income

Family Use Counts As Personal Use

Any day a family member (spouse, sibling, parent, child) uses
the property generally counts as a personal day, even if they
pay fair market rent, unless the property is their primary
residence.

Work Days Are Not Personal Use

Days spent working substantially full time on repairs and
maintenance do not count toward your personal use limit.
You can stay at the property to fix a deck or paint a room
without jeopardizing your tax status.

FEALYS

What counts as a "personal use” day?

Any day used by you, your family (even if they pay full price),
or anyone paying below market rent. Maintenance days do
not count as personal use.

How do | avoid triggering vacation home rules?

Keep personal days under the threshold (14 days or 10% of
rental days) by leveraging maintenance days (must be
reasonable). If you let family stay, understand those days
likely count against your personal limit.

Does renting to friends count as personal use?

Only if you give them a deal. If friends pay full market rates,
it is a business rental day. However, if you charge them
below market rent, the IRS counts those days as personal
use just as if you stayed there yourself.

Vacation home rules don't stop you from enjoying your property- they just require smart tracking. While family stays and
friend discounts burn through your personal allowance, legitimate maintenance days do not. Tack on maintenance days
before or after your relaxing visit as a strategic lever to visit and repair the property without jeopardizing your tax deductions.

&
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