Bakersfield Energy Partners, L. P. v. Commissioner, 133 T. C. 183 (U. S. Tax
Court 2009)

In a pivotal tax case, the U. S. Tax Court ruled that an overstatement of basis in
property does not constitute an omission of gross income under IRC section
6501(e)(1)(A), affirming the 3-year statute of limitations. This decision, rooted in the
Supreme Court’s precedent from Colony, Inc. v. Commissioner, impacts the IRS’s
ability to extend the assessment period for partnership returns where basis is
overstated, clarifying the scope of the 6-year rule for tax practitioners and taxpayers
alike.

Parties

Bakersfield Energy Partners, L. P. (BEP), the petitioner, and the Commissioner of
Internal Revenue, the respondent, were the parties in this case. BEP’s partners were
the petitioners at the Tax Court level.

Facts

BEP owned an interest in oil and gas properties and sold these assets in 1998. The
sale resulted in a technical termination of the partnership under IRC section
708(b)(1)(B). BEP elected under IRC section 754 to adjust the basis of its assets to
reflect the new partner’s basis. The partnership reported the sale on its 1998 tax
return, claiming a net gain of $5,390,383 from the sale, based on a gross sales price
of $23,898,611 and a claimed basis of $16,515,194. The IRS, via a Final Partnership
Administrative Adjustment (FPAA) dated October 4, 2005, adjusted the basis to zero,
asserting that the basis adjustment was a sham transaction, which increased the
reported gain significantly.

Procedural History

The IRS issued an FPAA in October 2005, adjusting BEP’s income based on the
disallowance of the basis claimed in the partnership’s return. BEP filed a motion for
summary judgment, arguing that the FPAA was time-barred under the 3-year statute
of limitations of IRC section 6501. The IRS moved for partial summary judgment,
contending that the overstatement of basis constituted an omission of gross income,
thereby extending the limitations period to 6 years under IRC section 6229(c)(2).
The Tax Court granted BEP’s motion for summary judgment and denied the IRS’s
motion.

Issue(s)

Whether the overstatement of basis in the sale of partnership property constitutes
an “omission from gross income” under IRC sections 6501(e)(1)(A) and 6229(c)(2),
thereby extending the statute of limitations for assessment from 3 to 6 years.

Rule(s) of Law
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The controlling legal principle is derived from IRC section 6501(e)(1)(A), which
provides for a 6-year statute of limitations if a taxpayer omits from gross income an
amount properly includible therein that is in excess of 25% of the gross income
stated in the return. The Supreme Court in Colony, Inc. v. Commissioner, 357 U. S.
28 (1958), interpreted the predecessor statute, IRC 1939 section 275(c), to hold that
an omission of gross income occurs only when specific income receipts are left out,
not when an understatement results from an overstatement of basis.

Holding

The Tax Court held that the overstatement of basis by BEP did not constitute an
omission from gross income under IRC sections 6501(e)(1)(A) and 6229(c)(2).
Consequently, the standard 3-year statute of limitations applied, and the FPAA
issued by the IRS was time-barred.

Reasoning

The Tax Court’s reasoning was grounded in the Supreme Court’s decision in Colony,
Inc. v. Commissioner, which the court found applicable to the case at hand. The
court rejected the IRS’s argument that the overstatement of basis should be treated
as an omission of gross income, citing the clear language and rationale of Colony,
Inc. The court emphasized that “omits” means “left out” and not “overstated. ” The
court also addressed the IRS’s attempt to distinguish Colony, Inc. based on the type
of property sold but found the distinction unpersuasive. The court further noted that
the IRS’s interpretation would conflict with the unambiguous language of section
6501(e)(1)(A), as interpreted by the Supreme Court. The court concluded that the 6-
year statute of limitations did not apply, and thus, did not need to address whether
the amounts were adequately disclosed on the return.

Disposition

The Tax Court granted BEP’s motion for summary judgment and denied the IRS’s
motion for partial summary judgment, ruling that the FPAA was time-barred under
the 3-year statute of limitations.

Significance/Impact

This decision reaffirmed the interpretation of “omission from gross income”
established in Colony, Inc. v. Commissioner, impacting the IRS’s ability to extend
the statute of limitations beyond 3 years when a taxpayer overstates basis rather
than omitting income. It clarifies that only the omission of specific income receipts
triggers the 6-year rule, affecting tax planning and compliance strategies for
partnerships and their partners. The ruling underscores the importance of precise
statutory interpretation in tax law and has implications for future cases involving
similar issues of basis overstatement and the statute of limitations.
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