For example, if you rent a room in your home
and provide breakfast or other meals for your
tenant, you may be providing substantial ser-
vices. Discuss this with your tax advisor for
more information.

Renting Part of Personal-Use Property

If you have a portion of personal-use property
(including a vacation home) that you rent out,
you must divide your expenses between rent-
al use and personal use, as though you had two
separate pieces of property.You can deduct the
expenses related to the part of the property
used for rental purposes, such as home mort-
gage interest, and real estate taxes, as rental ex-
penses. You can also deduct the rental portion
of some expenses that would otherwise be non-
deductible personal expenses, such as expens-
es for electricity or painting the outside of the
house. For expenses directly related to the rent-
al, such as painting a room that you rent out or
paying liability insurance directly related to
renting out a room, the entire cost of the direct
expense is deductible. See your tax advisor for
information about deducting depreciation on
your rental property and any furniture used in
the rental activity.

Example: Julie lists her spare bedroom on a popu-
lar short-term rental website. The spare room is 300
square feet and her whole house is 1,500 square feet.
She has the following expenses this year.

* Repainting the spare room ............................. $300
* Replacing the broken door in the spare room $150
* Real estate taxes and mortgage interest....... $6,500
o Internet, electricity, gas, water-................... $2,650

Expenses for painting and replacing the door in the
spare room are direct rental expenses and are fully
deductible.

Expenses of $9,150 for real estate tax, mortgage inter-
est, and utilities are not strictly for the rental portion
of Julie’s house and must be prorated. Prorating by
square footage is a common method, which would be
20% (300/1,500). $1,830 ($9,150 x 20%) of the expens-
es for the entire house are deductible as rental expens-
es. Julie can deduct the remaining real estate taxes and
mortgage interest as itemized deductions on Schedule
A (Form 1040). The remaining expenses for utilities are
considered personal expenses and are not deductible.

Contact Us

There are many events that occur during the year that can affect
your tax situation. Preparation of your tax return involves sum-
marizing transactions and events that occurred during the prior
year. In most situations, treatment is firmly established at the
time the transaction occurs. However, negative tax effects can
be avoided by proper planning. Please contact us in advance
if you have questions about the tax effects of a transaction or
event, including the following:

* Pension or IRA distributions. * Retirement.

e Significant change in income or ¢ Notice from IRS or other
deductions. revenue department.

* Job change. * Divorce or separation.

* Marriage. ¢ Self-employment.

» Attainment of age 59%2 or 73. e Charitable contributions

e Sale or purchase of a business. of property in excess of

e Sale or purchase of a residence $5,000.

or other real estate.

This brochure contains general information for taxpayers and
should not be relied upon as the only source of authority.
Taxpayers should seek professional tax advice for more information.
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Short-Term
Rentals

Short-Term Rentals

Income and expenses related to rental of your
home, a room in your home, or a vacation home,
must be reported on your tax return. Expenses
may need to be divided between rental and per-
sonal use. Limits apply when deducting rental ex-
penses for a home that is also used for personal
purposes.

If you rent out part of your home for 14 days or
less, the rental income may be tax free. See Tax-
Free Rental Use—14 Days or Less, later.

Rental Property Also Used as Home

If property is used for both personal and rent-
al purposes, all rental income must generally be
reported on your tax return. However, expens-
es must be allocated between personal and rent-
al use.

If rental expenses exceed rental income, the abil-
ity to deduct a loss on your tax return depends
on whether the property met the definition of
a “home” for tax purposes. If the property was
used as a home, the property is considered to be
“mixed-use property,” and the deduction for indi-
rect expenses like insurance and utilities is limited
to rental income. Disallowed expenses are carried
over to the next tax year, and the limit still applies
even if you did not use the property as a home for
that year. If the property had minimal personal
use and is considered rental property, an excess
of expenses compared with income can generate a
loss on your tax return.

You use a property as a home during the year if

you use it for personal purposes more than the

greater of:

* 14 days, or

* 10% of the total days it is rented to others at fair
rental value.

Example: Andrea has a vacation cabin that she used
for personal purposes for 17 days and rented out for
160 days during the year. The cabin is considered to be
used as a home because she used it for personal pur-
poses more than 14 days. This means the cabin is con-
sidered mixed-use property, and Andrea’s deduction for
expenses is limited to rental income. If Andrea had used
the property personally for 14 days or less, the cabin
would be considered rental property (not mixed-use)
and she would be able to deduct a loss (subject to pas-
sive activity rules) if rental expenses exceeded rental
income.

Note: Although all rental income must generally
be reported on the tax return, expenses must be
allocated between personal use and rental regard-
less of whether the property is considered mixed-
use or rental property.

Personal use. Personal use of a dwelling includes
not only use by your family or other owners, it also
includes use by anyone who pays less than fair
rental value for use of the property.

Example: Emma and her neighbor are co-owners of a
condominium. Last year, Emma rented the unit to vaca-
tioners for 156 days. Emma’s neighbor used the unit for
14 days during the year, and Emma did not use it at all.
Because Emma’s neighbor is an owner of the property,
the neighbor’s use is considered to be personal use, and
expenses must be allocated accordingly. Because the
property was not used for personal purposes more than
14 days or 10% of the number of days it was rented at
fair rental value, the property is not considered mixed-
use, and a loss can be reported (subject to passive ac-
tivity rules) on the tax return if rental expenses exceed
rental income.

How to Classify Rental Property for Tax Treatment

Personal use for more than the greater of 14 days
or 10% of days rented?
Yes¢ No
| Rented for 14 days or less? |
Yes¢ Noiv
Personal Mixed-use Rental
residence.* property. property.

* Rental income not reported, expenses not allowed, report
real estate taxes and qualified mortgage interest as item-
ized deductions on Schedule A (Form 1040).

Loss allowed. For mixed-use property, the
rental portion of mortgage interest, real estate
taxes, and other direct rental expenses such as
advertising are allowed in full and can create a
deductible loss.

Tax-Free Rental Use—14 Days or Less

If you use property as a home and rent it out for
14 days or less during the year, you are not re-
quired to report the rental income and expens-
es. Expenses such as mortgage interest and real
estate taxes that are allowable as itemized de-
ductions on your tax return are still deductible.

Example: A major golf tournament comes to town
and Mark rents his home out for the six-day du-
ration of the tournament. He does not rent out his
home for any other time during the year. The rent he
receives for the six-day period is tax-free to Mark
and is not required to be reported on his tax return.

Providing Substantial Services

If you provide substantial services to renters
such as cleaning, changing linens, housekeep-
ing service, guest tours, or meals and entertain-
ment, the rental activity is considered a busi-
ness and the net income is subject to self-em-
ployment taxes in addition to income tax. Sub-
stantial services do not include providing heat
and light, internet, cleaning of common areas,
or trash collection.





