Hernandez v. Commissioner, 72 T. C. 1234, 1979 U. S. Tax Ct. LEXIS 47
(1979)

Continuation pay received by military reservists post-training is taxable as wages,
and casualty loss deductions require substantiation of property value.

Summary

In Hernandez v. Commissioner, the U. S. Tax Court addressed the taxability of
continuation pay received by an Army reservist and the validity of casualty loss
deductions. John Hernandez, injured during a training period, received continuation
pay from the Army, which he claimed was excludable from income as a disability
payment. The court ruled that these payments were taxable wages. Additionally,
Hernandez’s claims for casualty losses on his car and air-conditioning unit were
reduced due to insufficient evidence of their pre-casualty values. The court also
upheld a penalty for late filing of Hernandez's tax return, emphasizing the necessity
of timely filing and the burden of proof on taxpayers to substantiate claims.

Facts

John Hernandez, an Army reservist, was injured during a two-week training in 1973,
resulting in thrombophlebitis. Post-training, he received continuation pay from the
Army until 1974, which he did not report as income on his 1974 tax return.
Hernandez also claimed casualty losses for his wrecked 1964 Dodge Dart and a
damaged air-conditioning unit. He filed his 1974 tax return late, leading to a penalty
assessment by the IRS.

Procedural History

The IRS determined a deficiency and penalty for Hernandez’s 1974 tax year.
Hernandez filed a petition with the U. S. Tax Court to challenge these
determinations. The court reviewed the case, focusing on the taxability of the
continuation pay, the amounts of casualty losses, and the penalty for late filing.

Issue(s)

1. Whether continuation pay received by Hernandez from the Army post-training is
excludable from gross income under section 104(a)(4).

2. Whether the casualty loss deduction for Hernandez’s wrecked 1964 Dodge Dart
should be $600.

3. Whether the casualty loss deduction for Hernandez’s damaged air-conditioning
unit should be $1,193. 06.

4. Whether Hernandez is liable for a penalty under section 6651(a) for late filing of
his 1974 tax return.

Holding
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1. No, because the continuation pay was considered taxable wages, not a pension,
annuity, or similar allowance for personal injuries or sickness.

2. No, because Hernandez failed to substantiate the pre-accident value of the car
beyond the $440 insurance offer, thus the deduction was limited to $100.

3. No, because Hernandez did not prove that the replacement cost did not exceed
the value of the destroyed unit, thus the deduction was limited to $100.

4. Yes, because Hernandez did not show reasonable cause for the late filing, and he
was capable of filing earlier.

Court’s Reasoning

The court determined that the continuation pay Hernandez received was taxable
wages under military regulations, not excludable under section 104(a)(4). The court
emphasized that the Army treated these payments as wages, evidenced by
withholding taxes. For the casualty losses, the court required substantiation of the
property’s value before the casualty, which Hernandez failed to provide adequately.
The court cited the annual accounting period concept for the taxability of
erroneously received payments and upheld the late filing penalty due to
Hernandez’s lack of reasonable cause for delay.

Practical Implications

This decision clarifies that continuation pay received by military reservists post-
training is taxable, impacting how such payments should be reported on tax returns.
It also underscores the importance of substantiating casualty loss claims with
evidence of pre-casualty value. Practitioners should advise clients on the necessity of
timely filing tax returns and the potential penalties for failure to do so. Subsequent
cases may reference Hernandez when addressing similar issues of taxability of
military payments and the substantiation required for casualty loss deductions.
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