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ARMEN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the time that the petition was filed.! The decision to
be entered is not reviewable by any other court, and this opinion

shoul d not be cited as authority.

1 All subsequent section references are to the Internal
Revenue Code in effect for 1997, the taxable year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.
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Respondent determ ned a deficiency in petitioners’ Federal
incone tax for 1997 in the anount of $1, 564.

After concessions by the parties,? the issues for decision
are as foll ows:

(1) Whether petitioners may exclude from gross incone
disability benefits received by petitioner D. Lloyd Thonas. W
hold that petitioners may exclude such benefits.

(2) Whether petitioners received interest on an overpaynent
of inconme tax for 1993. W hold that petitioners received such
i nterest.

Backgr ound

Sone of the facts have been stipulated, and they are so
found. Petitioners resided in Copperas Cove, Texas, at the tine
that their petition was filed with the Court.

At all relevant tinmes, petitioners utilized the cash
recei pts and di sbursenents nethod of accounting in conputing

their taxable inconme. See sec. 446(c)(1).

2 Petitioners concede that in 1997 they were credited with
i nterest on overpaynents of inconme tax for 1992, 1994, and 1995
in the anounts of $49.86, $161.84, and $7.03, respectively, as
determ ned by respondent in the notice of deficiency.

Respondent concedes that the deficiency determned in the
notice of deficiency ($1,564) is overstated because of a
conput ational error and that the correct amount of the deficiency
is $1,451.

The parties agree that adjustnments to petitioners’ |RA
deduction and Schedul e A deductions are conputational matters,
the resol ution of which depends on our disposition of the two
di sputed issues identified above.



A. Disability Benefits

Petitioner D. LlIloyd Thomas (petitioner) was enpl oyed by the
Texas Departnment of Crimnal Justice as an associate clinical
psychol ogi st from August 1994 t hrough February 1999.

In or about February 1997, petitioner suffered a herniated
disk. Petitioner’s injury was sufficiently severe as to require
bed rest and home confinenent for a continuous period of tinme
t hat extended through July 1997.

During the first 2 nonths of his 6-nonth absence from work,
petitioner utilized his accunul ated sick | eave and annual | eave.
After exhausting his | eave, petitioner began receiving disability
benefits. For the period fromApril 2 through July 30, 1997,
petitioner received disability benefits in the amount of $4, 964.

Petitioner received disability benefits pursuant to a plan
of disability insurance that was sponsored by his enpl oyer.
However, the premuns for such insurance were paid solely by
petitioner with after-tax dollars. In this regard, petitioner
specifically elected, in August 1994, not to pay the premuns for
disability insurance with pre-tax dollars pursuant to “prem um
conversion”. This election remained in effect throughout 1997.

Petitioners did not report on their Federal incone tax
return the disability benefits received by petitioner in 1997.
In the notice of deficiency, respondent determ ned that such

benefits were includable in petitioners’ gross incone for the



year in issue.

B. Interest |ncone

Petitioners overpaid their incone tax for 1993. After a
portion of the overpaynent was apparently paid to another Federal
agency, see sec. 6402(d), a balance of $1,077.98 renmmi ned as a
credit in petitioners’ account. O this anmount, $726.39 was
subsequent |y applied against petitioners’ Federal incone tax
l[iability for 1996, thereby |leaving a bal ance of $351.59. In
this regard, petitioners received a notice fromrespondent dated
Cct ober 6, 1997, expl ai ning how respondent applied the

overpaynent. This notice stated, in part, as foll ows:

How W Applied Your Overpaynent

Amount O Overpaid Tax On Your Return . . . . . $1,077.98
Amount O Interest You Earned on Overpaynent. . $. 00
Total Ampunt Due You . . . . . . . . . . . . . $1,077.98
Total Anmount Applied . . . . . . . . . . . .. $726. 39
Anmpunt You WIIl Receive As A Refund . . . . . . $351. 59

(Any Interest Due You WIIl Be Added)

On or about Cctober 6, 1997, respondent issued a refund
check to petitioners in the anount of $663.43. This anount
consisted of tax in the anount of $351.59 and interest in the

anount of $311.84.°2

3 Respondent’s transcript of petitioner’s account for 1993
shows that petitioners were credited with interest on the
overpaynent for 1993 as foll ows:

(continued. . .)
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Petitioners reported no interest income on their 1997

Federal inconme tax return. Respondent determ ned that

petitioners received interest in 1997 in the anount of $311.84 on

their overpaynent of incone tax for 1993.

Di scussi on

A. Disability Benefits

As a general rule, section 104(a)(3) excludes from an
enpl oyee' s gross inconme anounts received through accident or
heal th i nsurance for personal injuries or sickness. However, the
section provides an exception for anounts received by an enpl oyee
to the extent such anpbunts either are paid by the enployer or are
attributable to enployer contributions that were not includable
in the enpl oyee's gross incone.*

Section 105(a) coordinates with section 104. Rabideau v.

Comm ssioner, T.C Menp. 1997-230. As a general rule, section

105(a) provides that anounts received by an enpl oyee through

3(...continued)

Dat e Anpount
4/ 15/ 97 $196. 41
8/ 25/ 97 0.04
10/ 6/ 97 115. 39

_311.84

4 See Trappey v. Conm ssioner, 34 T.C. 407 (1960)
(disability incone is received through accident or health
i nsurance for personal injuries or sickness within the neaning of
sec. 104(a)(3)); see also sec. 105(e)(1) (for purposes of secs.
104 and 105, anmounts received under an accident or health plan
for enpl oyees are treated as anmounts received through accident or
heal th insurance); Chernik v. Comm ssioner, T.C Meno. 1999-313.
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accident or health insurance for personal injuries or sickness
shall be included in gross inconme to the extent such anounts are
either paid by the enployer or are attributable to contributions
by the enpl oyer that were not included in the enpl oyee's gross
i ncone.

At trial, we had the opportunity to observe petitioner,
eval uate his deneanor, and assess his credibility. W found
petitioner to be a credible wtness, and we have no reason to
guestion his veracity. Petitioner's testinony provides the
evidentiary basis for our finding that petitioner specifically
el ected, in August 1994, not to pay the premuns for his
disability insurance with pre-tax dollars pursuant to “prem um
conversion”.

On brief, respondent states as foll ows:

The determ native factual issue in this case is

whet her the prem uns were contributed by petitioner on

a pre-tax or after-tax basis. |If they were paid out of

pre-tax noni es as respondent contends, then the

disability benefits received by petitioner would be

taxable. If, on the other hand, the disability

i nsurance prem uns were paid out of after-tax dollars

as petitioners contend, then the disability benefits

recei ved by petitioner would not be taxable.

In view of our finding that petitioner paid the prem uns for
his disability insurance with after-tax dollars, we hold that the
disability benefits received by petitioner in 1997 are excl udabl e

fromgross incone for that year. Sec. 104(a)(3). Accordingly,

respondent’s determination to the contrary is not sustained.



B. Interest |ncone

Petitioners admtted at trial that they received a refund
check fromrespondent in 1997 and that such check pertained to
t he taxable year 1993. However, petitioners contend that they
did not receive any interest. |In this regard, petitioners rely
on that part of the respondent’s notice dated Cctober 6, 1997,
stating: “Amount O Interest You Earned on Overpaynent
$.00". According to petitioners, this statement denonstrates
that they neither received nor were credited with any interest on
their 1993 overpaynent of incone tax. W disagree.

Petitioners read the notice dated Cctober 6, 1997,
myopi cally. That notice clearly states that in addition to the
$351.59 of tax that petitioners would receive as a refund, “Any
Interest Due You WII| Be Added”. 1In that regard, the record
clearly denonstrates that respondent did, in fact, “add” interest
to petitioners’ refund, specifically $311.84, which was part of
t he $663. 43 check that was issued on or about OCctober 6, 1997.
Accordingly, we hold that petitioners failed to report interest
income in the amount of $311.84. Respondent’s determination is
sust ai ned.

Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.
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In order to give effect to our disposition of the disputed

i ssues, as well as the parties’ concessions,

Deci sion will be entered

under Rul e 155.




