Isley v. Commissioner, 141 T. C. No. 11 (2013)

In Isley v. Commissioner, the U. S. Tax Court ruled on the rejection of an offer-in-
compromise (OIC) by Ronald Isley, a member of the Isley Brothers, during a
Collection Due Process (CDP) hearing. The court held that IRS Appeals lacked
authority to accept the OIC unilaterally due to the involvement of the Department of
Justice in Isley’s criminal case for tax evasion. The decision underscores the IRS’s
limitations when criminal prosecution is involved and emphasizes the necessity of
DQ]J approval for such compromises. The court remanded the case for further
consideration of alternative collection methods, highlighting the balance between
effective tax collection and the least intrusive means necessary.

Parties

Ronald Isley, the petitioner, was a founding member of the Isley Brothers. The
respondent was the Commissioner of Internal Revenue. Throughout the litigation,
Isley was represented by Steven Ray Mather, while the respondent was represented
by Cassidy B. Collins, Katherine Holmes Ankeny, and Carolyn A. Schenck.

Facts

Ronald Isley, a founding member of the Isley Brothers, generated substantial income
from his musical career but failed to pay federal income tax on much of it. The
Commissioner filed proofs of claim in two bankruptcy proceedings (New Jersey and
California) to collect unpaid taxes for several years between 1971 and 1995. Isley
was convicted of tax evasion for the years 1997 to 2002 and sentenced to 37 months
in prison, followed by a three-year probationary period during which he was
required to discharge his tax liabilities. Post-bankruptcy, Isley unsuccessfully sued
for a refund of amounts collected by the Commissioner. In response to notices of
federal tax lien (NFTLs) and notices of levy covering his assessed liabilities for 1997
to 2006, Isley requested a CDP hearing. He submitted an OIC of $1,047,216, which
was initially accepted by the Appeals officer but later rejected following review by
an IRS Chief Counsel attorney due to DO]J involvement and other issues.

Procedural History

Isley filed for bankruptcy protection in New Jersey in 1984 and California in 1997.
The Commissioner filed proofs of claim in both proceedings. After his criminal
conviction, Isley was sentenced and placed on probation with tax payment
obligations. Following the issuance of NFTLs and notices of levy, Isley requested a
CDP hearing, during which he proposed an OIC. The Appeals officer initially
accepted the OIC but, upon review by an IRS Chief Counsel attorney, rejected it.
Isley then petitioned the Tax Court for review of the Appeals officer’s
determinations. The court reviewed the rejection of the OIC under an abuse of
discretion standard and remanded the case for further consideration of collection
alternatives.
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Issue(s)

Whether section 7122(a) barred the Appeals officer from unilaterally accepting
Isley’s OIC due to the involvement of the Department of Justice in his criminal case?

Whether the involvement of the IRS Chief Counsel attorney in the rejection of the
OIC violated the impartiality requirement of section 6330(b)(3)?

Whether the communications between the IRS Chief Counsel attorney and other IRS
personnel constituted improper ex parte communications?

Whether the Tax Court had jurisdiction to consider the offset issue regarding the
application of payments from the New Jersey bankruptcy?

Whether Isley was entitled to a refund of his section 7122(c) payment?
Rule(s) of Law

Section 7122(a) of the Internal Revenue Code allows the Secretary to compromise
civil or criminal cases before referral to the Department of Justice but prohibits the
IRS from compromising cases after such referral without DOJ approval. Section
6330(c)(2)(A) permits taxpayers to raise collection alternatives, including OICs,
during CDP hearings. Section 6330(c)(2)(B) allows challenges to underlying tax
liabilities if the taxpayer did not receive a statutory notice of deficiency or did not
have a prior opportunity to dispute the liability. Section 7122(c)(1)(A)(i) requires a
20% payment to accompany an OIC submission.

Holding

The Tax Court held that section 7122(a) barred the Appeals officer from unilaterally
accepting Isley’s OIC due to the DOJ’s involvement in his criminal case. The court
further held that the involvement of the IRS Chief Counsel attorney did not violate
the impartiality requirement of section 6330(b)(3), nor did it constitute improper ex
parte communications. The offset issue was barred from consideration due to Isley’s
prior opportunity to dispute it in the California bankruptcy and subsequent refund
litigation. Finally, Isley was not entitled to a refund of his section 7122(c) payment.

Reasoning

The court’s reasoning was grounded in the statutory framework and judicial
interpretations of sections 7122(a) and 6330(c). The court emphasized that the IRS’s
authority to compromise liabilities is limited once a case is referred to the DOJ for
prosecution, requiring DOJ approval for any compromise. The court rejected Isley’s
argument that section 7122(a) only applies to pending criminal prosecutions, citing
Third and Ninth Circuit cases that upheld the DOJ’s authority even after a judgment.
The court also noted that the IRS Chief Counsel’s involvement was necessary for
legal sufficiency review under section 7122(b), and thus did not violate the
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impartiality requirement or constitute ex parte communications. The offset issue
was precluded because Isley had a prior opportunity to dispute it in the California
bankruptcy and refund litigation, as per section 6330(c)(2)(B) and (4)(A). The court
found no evidence of false representations or fraudulent inducement regarding the
section 7122(c) payment, thus denying Isley’s claim for a refund. The court’s
analysis included policy considerations, such as the need for DOJ oversight in
criminal cases and the IRS’s responsibility to efficiently collect taxes while
minimizing intrusiveness.

Disposition

The court affirmed the Appeals officer’s decision to reject the OIC and retain the
section 7122(c) payment. It also affirmed the decision not to withdraw the NFTLs.
However, the court remanded the case to Appeals to explore the possibility of a new
OIC or installment agreement, contingent upon DOJ approval, in light of potential
collection alternatives and the need to balance efficient tax collection with minimal
intrusiveness.

Significance/Impact

The Isley case is significant for its clarification of the IRS’s authority in
compromising tax liabilities when criminal prosecution is involved, emphasizing the
necessity of DOJ approval. It also highlights the procedural intricacies of CDP
hearings and the limitations on challenging underlying tax liabilities after prior
opportunities to dispute them. The case underscores the importance of accurate
financial disclosure in OIC submissions and the nonrefundable nature of section
7122(c) payments. Subsequent courts have cited Isley in cases involving similar
issues of compromise authority and CDP procedures, reinforcing its doctrinal
importance in tax law. Practically, it serves as a reminder to taxpayers of the
complexities and potential pitfalls in negotiating tax liabilities with the IRS,
especially in the context of criminal proceedings.
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