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Recent Rulings Favor Taxpayers’ Statute of 
Limitations Defense 
BY DOUGLAS SCHAAF, STEPHEN TURANCHIK AND ERIKA MAYSHAR 

In three recent court decisions, taxpayers have prevailed in blocking federal tax assessments on the 
grounds that the government’s assessments were untimely. These rulings represent a series of 
taxpayer victories and provide some much-needed clarity on the question of whether overstated basis 
can trigger an extended statute of limitations. 

In each case the Internal Revenue Service had made an assessment of tax after the expiration of the 
normal three-year statute of limitations,1 and argued that a six-year statute of limitations applied 
because the taxpayer’s overstated basis constituted a “substantial omission” of gross income within 
the meaning of Internal Revenue Code Section 6501(e). Section 6501(e) allows the government to 
assess additional tax within an extended six-year period where the taxpayer omits an amount from 
gross income that exceeds 25 percent of the gross income as stated in the return. 

While the IRS had sometimes prevailed with this argument in the past,2 this year the argument was 
rejected by the U.S. Tax Court, U.S. Court of Appeals for the Federal Circuit, and U.S. Court of 
Appeals for the Ninth Circuit. Each of these courts held that an overstatement of basis on a tax return 
is not equivalent to omitting an item of income, and therefore does not allow the government 
additional time to assess tax. 

Bakersfield Energy Partners 

The year’s first taxpayer victory on this issue came from the Ninth Circuit in June. In Bakersfield 
Energy Partners v. Commissioner,3 the Ninth Circuit affirmed the Tax Court’s 2007 decision4 in favor of 
the taxpayer. The taxpayer was a limited partnership that had sold its interest in an oil and gas 
property to a third party. Using a series of steps including a technical termination of the partnership5 
and an election under Internal Revenue Code Section 754, the partnership increased its basis in the 
interest from zero to $16,515,194, thus reducing gain upon the sale. 

Nearly six years after the tax return that reported this sale had been filed, the IRS assessed additional 
tax on the grounds that the basis step-up was invalid because it “was the result of a sham transaction, 
a transaction lacking economic substance that had no business purpose and no economic effect and/or 
was availed for tax avoidance purpose and should not be respected for tax purposes.”6 Because an 
understatement of more than $16 million in basis exceeded the 25% threshold of Section 6501(e), the 
IRS asserted that the six-year statute of limitations applied. 
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The government had lost this argument two years earlier in the Tax Court7 and appealed to the Ninth 
Circuit. The appellate court affirmed the decision of the Tax Court, which had cited the long-standing 
principle set forth in the Colony case that “the extended period of limitations applies to situations 
where specific income receipts have been ‘left out’ in the computation of gross income and not when 
an understatement of gross income resulted from an overstatement of basis.”8 

Salman Ranch Ltd. 

Six weeks after the taxpayer victory in Bakersfield, a similar result occurred in the U.S. Court of 
Appeals for the Federal Circuit. The decision in Salman Ranch Ltd. v. United States9 was especially 
useful because it helped resolve an earlier conflict among the courts on this question. In 2007, the 
Court of Federal Claims had accepted the government’s position that overstated basis opened the door 
to the six-year statute of limitations, contrary to the Tax Court’s 2007 ruling in Bakersfield.10 On 
appeal, however, the Federal Circuit reversed the earlier Court of Claims decision and held that the 
government’s assessment was untimely. 

In Salman Ranch, the taxpayer had utilized short sale transactions to increase its basis and offset gain 
upon the sale of a New Mexico ranch property (by means of a technical termination and Section 754 
election, as in Bakersfield). The IRS disregarded the transaction as a sham and denied the basis 
adjustment, relying on the six-year statute of limitations. 

The appellate court reversed the lower court’s decision in favor of the government, finding instead that 
the mere overstatement of basis does not amount to an omission of gross income within the meaning 
of Section 6501(e) that would trigger an extended assessment period. In arriving at this holding, the 
court cited Colony and highlighted that its decision was consistent with the Ninth Circuit’s decision in 
Bakersfield six weeks prior. 

Beard 

On August 11, 2009, the Tax Court decided Beard v. Commissioner,11 another case involving 
application of the six-year limitations period. The taxpayer, a majority shareholder in two subchapter 
S corporations, used short sale transactions to increase his bases in the stock of the companies. He 
then sold all of his stock to a third-party purchaser, reducing his gain by the amount of the basis 
increases. The IRS disregarded the transactions and assessed additional tax within the six-year 
period. 

After summarizing its earlier analysis in Bakersfield as well as the Ninth Circuit’s affirming decision, 
the Tax Court concluded that “[t]he principles of Colony apply where a taxpayer overstates his basis” 
and that basis overstatements alone do not give the IRS the benefit of an extended assessment 
period. 

Conclusion 

While the United States has not indicated whether it will seek Supreme Court review of either 
Bakersfield or Salmon Ranch, taxpayers may take some comfort that three recent courts that have 
reviewed this issue have found that an alleged overstatement of basis does not equate to an omission 
from gross income for the purposes of extending the statute of limitations on assessment from three 
years to six years. 
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If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

Atlanta 

Philip J. Marzetti 
404-815-2258 
philmarzetti@paulhastings.com 

Los Angeles 

Nancy L. Iredale 
213-683-6232 
nancyiredale@paulhastings.com 

Stephen J. Turanchik 
213-683-6187 
stephenturanchik@paulhastings.com 

New York 

Andrew M. Short 
212-318-6018 
andrewshort@paulhastings.com 

Orange County 

Douglas A. Schaaf 
714-668-6221 
dougschaaf@paulhastings.com 

Erika Mayshar 
714-668-6262 
erikamayshar@paulhastings.com 

Washington, D.C. 

Rob Culbertson 
202-551-1748 
robculbertson@paulhastings.com 
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