Lon B. Isaacson v. Commissioner of Internal Revenue, T. C. Memo. 2020-17
(U. S. Tax Court, 2020)

In Lon B. Isaacson v. Commissioner, the U. S. Tax Court upheld a significant tax
deficiency and fraud penalty against attorney Lon B. Isaacson for failing to report
over $2. 5 million in income from a clergy abuse settlement in 2007. The court
rejected Isaacson’s argument that a fee dispute with clients prevented income
recognition, applying judicial estoppel due to his inconsistent positions in prior legal
proceedings. The decision underscores the importance of accurate income reporting
and the consequences of fraudulent tax practices, particularly for legal
professionals.

Parties

Lon B. Isaacson, the petitioner, sought a redetermination of his 2007 income tax
liability from the Commissioner of Internal Revenue, the respondent. Isaacson was
represented by Joseph A. Broyles, while the Commissioner was represented by
Cassidy B. Collins, Andrea M. Faldermeyer, Christine A. Fukushima, and Priscilla A.
Parrett.

Facts

Lon B. Isaacson, a disbarred attorney, represented four clients in a lawsuit against
the Catholic Archdiocese of Los Angeles for childhood sexual abuse. In 2007,
[saacson secured a $12. 75 million settlement, asserting a 60% contingency fee. The
settlement funds were deposited into an investment account at UBS, which Isaacson
controlled and used for personal purposes. Isaacson did not report his claimed fee as
income for 2007, despite having dominion and control over the funds. He maintained
that no fee dispute existed in prior legal proceedings, which led to favorable
outcomes in those cases. However, in the tax court, he argued that a fee dispute
with two clients prevented him from recognizing the income, a position inconsistent
with his prior representations.

Procedural History

The Commissioner determined a deficiency of $2,583,374 and a civil fraud penalty of
$1,937,531 for Isaacson’s 2007 tax year. Isaacson petitioned the U. S. Tax Court for
a redetermination. The case involved multiple concessions and focused on whether
Isaacson failed to report taxable income for 2007 and whether he was liable for the
civil fraud penalty. The court reviewed extensive evidence, including Isaacson’s
prior legal proceedings and financial records.

Issue(s)

Whether Isaacson failed to report taxable income from his contingency fee for the
2007 tax year?
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Whether Isaacson is liable for the civil fraud penalty under section 6663 of the
Internal Revenue Code for the 2007 tax year?

Rule(s) of Law

Under section 61(a) of the Internal Revenue Code, gross income includes all income
from whatever source derived. For cash basis taxpayers, income must be reported in
the year it is actually or constructively received. The doctrine of judicial estoppel
prevents a party from asserting a position in a legal proceeding that is inconsistent
with a position successfully maintained in a prior proceeding. Section 6663 imposes
a 75% penalty on any underpayment of tax due to fraud, which must be proven by
clear and convincing evidence.

Holding

The court held that Isaacson failed to report taxable income from his contingency
fee for 2007 and was liable for the civil fraud penalty under section 6663. The court
applied judicial estoppel to bar Isaacson’s claim of a fee dispute, as he had
previously maintained that no such dispute existed in other legal proceedings. The
court found that Isaacson had dominion and control over the settlement funds in
2007 and should have reported his fee as income for that year.

Reasoning
The court’s reasoning focused on several key points:

- Isaacson’s prior representations in legal proceedings that no fee dispute existed
were accepted and relied upon by other tribunals, leading to the application of
judicial estoppel.

- Isaacson’s failure to report his fee as income in 2007 was deemed fraudulent,
supported by his consistent pattern of underreporting income, inadequate
recordkeeping, and false testimony.

- The court rejected Isaacson’s reliance on a purported tax opinion letter, finding it
inadequate and based on false assumptions.

- Isaacson’s use of the settlement funds for personal purposes and his failure to
maintain proper financial records were seen as badges of fraud.

- The court noted Isaacson’s legal background and experience in tax fraud cases,
which informed its analysis of his intent and actions.

Disposition
The court entered a decision for the respondent, affirming the deficiency and the

civil fraud penalty against Isaacson for the 2007 tax year.
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Significance/Impact

This case highlights the strict application of income recognition rules for cash basis
taxpayers and the severe consequences of tax fraud, particularly for legal
professionals. It underscores the importance of consistent positions in legal
proceedings and the potential application of judicial estoppel. The decision
reinforces the need for accurate reporting of income and the maintenance of proper
financial records, especially when handling client funds. The case also serves as a
reminder of the rigorous standards applied by the U. S. Tax Court in assessing civil
fraud penalties.
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