
 

TAX Q&A :   
Your Tax Questions Answered Here 

 
Written By Eric S. Adler, CPA (click for bio) 

 
Every year new questions arise during tax time.   

Your confidential tax questions are answered below.  
 

Q #1:  I  am a thoroughbred owner here in CA with an insurance tax question. 
I received a check this year from an insurance company for the death of  my 
horse.  The mortality insurance I bought paid me for the value of my  percentage of 
the horse that died.  Are those dollars taxable? 
    

A:    Whether the insurance proceeds are taxable depends on the owner's particular  
circumstance.  The most common tax result from the tragic death of a horse involves either  an  
“involuntary conversion”, or  a business casualty loss (which is technically a type of involuntary 
conversion). The distinction between a casualty loss and  another type of involuntary conversion 
is important because the loss is reported differently and the tax treatment may vary based on the 
owner's individual tax situation.  
 
If the horse dies due to fire, storm, or other sudden and unusual events, then a business casualty 
has occurred. On the other hand, a death from injury or disease creates  involuntary conversion.  
 
When insurance proceeds are received in either of these situations, the proceeds are subtracted 
from the tax basis of the horse to determine if the taxpayer has a gain or loss.  The tax basis is  
typically the cost of the horse less depreciation.     
 
If the amount of insurance proceeds exceeds the tax basis of the horse, then a gain results.  This 
gain is then subject to tax as either ordinary income or capital gain, depending on the owner’s  tax 
status . Taxable gain from either a casualty loss or involuntary conversion may be postponed if the 
taxpayer invests the insurance proceeds in another horse, which is of similar or related use to the 
previous horse.  Subject to a few rules, this must be completed roughly two years after receiving 
the insurance proceeds. The recognition of gain is then deferred until the year in which the  
taxpayer sells or otherwise disposes of the property received upon the conversion. 
 
If the tax basis exceeds the proceeds, then the investor realizes a tax loss. 
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Q #2:   How do I know if the IRS considers me to be passive or active  in my  
racing activities?  

 

A:    Once you have cleared the gate to have your activity treated as a business and not a hobby, 
you need to determine how the IRS will classify your business for tax purposes.  An owner's  
participation in a racing operation may be classified as either passive or not.  Passive losses  typically   
cannot be deducted from non-passive income, such as salary or interest income, but they may be carried 
forward until the owner either has passive income or disposes of the activity. 
 
An owner is considered to be a passive investor if the owner does not "materially participate" in the  
operations of the business. In order to materially participate, an owner must be involved in the business on 
a regular, continuous, and substantial basis.  The IRS provides seven tests to  establish material  
participation, however an owner must only satisfy one test to do so.  It is  difficult for a racing owner to  
satisfy many of the seven tests, thus they are not all included here.  
 
If the ownership is through a limited partnership, only three of the seven tests may be used to  establish 
material participation. The most common test requires the owner to participate in the activity for more than 
500 hours during the year. 
 
One of the other tests may help an owner who does not spend 500 hours a year at the track and on the 
backside, although significant restrictions apply.  For instance, employees and trainers often spend more 
time on the activity than the owner, which could result in the activity being classified as passive.  The 
owner could still materially participate if the owner materially participated in the activity for any five of the 
preceding ten years.  Each individual's facts and circumstances will determine if the owner materially 
participates during the year. 
 
If one spouse materially participates in the racing activity, the other spouse is treated as also  participating. 
Taxpayers should be cautious as to which activities will count towards one's  participation in the business.  
Time spent at race tracks or horse shows, educational time, travel time, and investor activity are more 
scrutinized.   These activities alone may not account for  material participation.  If an individual spends time 
as an investor would, i.e. studying and  reviewing financial statements and summarizing the finances, 
these activities also would not constitute participation in the activity.  However, if the individual is directly 
involved in the  operation and day-to-day management of the activity, then reviewing financial data may 
count as participation time.    
 
Although there are not any particular record-keeping requirements, time spent with respect to a horse 
activity should be documented and maintained through time logs, calendaring, or narrative summaries.  It 
is a safe bet that the IRS will want to see a time log if they come calling. 
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Q #3:     I am a California nonresident, and I ran a horse in California.   
What are the tax/withholding requirements?  

 

A:    When you win, California gets a piece of the purse.  Whether you live in California or not, you 
have to pay the state taxes on your California winnings.   
 
California typically requires withholding on payments and distributions made to California  
nonresidents.  Nonresident winners include individuals as well as businesses with no permanent 
California place of business.  A California partnership or LLC, even an S Corporation, must also 
withhold on distributions of CA winnings paid to nonresident partners or members.  Withholding is 
optional on the first $1,500 made during the calendar year.  A nonresident partner or member 
may also apply for a waiver of withholding from the California Franchise Tax Board. 
 
A partnership or individual that pays a nonresident must also serve as the withholding agent, and 
is liable for remitting the required tax withholding to the Franchise Tax Board (FTB).  A 7%  
withholding applies to U.S. (non-foreign) partners. Separate rules apply to foreign investors. Of 
course, you receive credit for this withholding when you file your tax return.   
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Q #4:     What are the changes regarding accelerated depreciation for 2013?  
 

A:    It came down to a photo-finish, but Congress extended the 2012 depreciation rules 
through 2013.  You can still benefit from both the more favorable 50% bonus depreciation  
deduction and the Internal Revenue Code "Section 179" expense deduction.  California rules     
differ and do not provide the same benefits as the federal rules.   
 
Generally, the racing industry realizes a greater benefit from bonus depreciation.  Bonus              
depreciation allows you to deduct 50% of an asset's purchase price in the year of purchase with 
no dollar limits.  Bonus depreciation is only available for the purchase of new assets placed in 
service prior to December 31, 2013.  It is an automatic deduction unless you elect to opt out.  
California does not conform to bonus depreciation 
 
If you have a profitable business, you may deduct up to 100% of an asset's purchase price        
utilizing the "Section 179" depreciation deduction. If you place less than $2,000,000 of assets 
into service before December 31, 2013, you may deduct up to $500,000.  Significant other       
restrictions apply.  California limits are significantly lower. 
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