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VEMORANDUM OPI NI ON

HAI NES, Judge: In a notice of deficiency sent April 13,
2006, respondent determ ned that petitioner Kenneth Beard (M.
Beard) had overstated his basis in two S corporations sold during
the taxabl e year 1999, thus causing an understatenent of gross

i ncone by nore than 25 percent of the anmpbunt stated in
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petitioners’ return.! The issue for decision is whether, under

t hose circunstances, petitioners omtted inconme, giving rise to
an extended 6-year period of Iimtations. This issue has been
presented by petitioners’ notion for summary judgnent under Rul e
121 and respondent’s notice of objection, and suppl enmental briefs
fromboth parties.

Backgr ound

For purposes of the pending notion, the follow ng facts have
been assuned. At the time they filed their petition, petitioners
resided in Illinois. M. Beard was a majority shareholder in two
S corporations, MMcD, Inc. (MMCD), and MVBSD, Inc. (MVBD). M.
Beard had a 76-percent stock ownership interest in each entity.

On August 24, 1999, petitioners entered into short sales
wher eby they borrowed U S. Treasury notes froma third party and
sold themfor cash to another third party. These sal es generated
$12, 160, 000 i n cash.

On August 25, 1999, petitioners used this cash to buy nore
Treasury notes in two transactions of $5,700,000 and $6, 460, 000.
On the sane day petitioners transferred to MMCD and MVED t he
pur chased Treasury notes of $5,700,000 and $6, 460, 000,

respectively, together with the short positions (the obligation

1Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code, as anended, and all Rul e references
are to the Tax Court Rules of Practice and Procedure. Anpunts
are rounded to the nearest doll ar.
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followng the short sale to replace the borrowed securities). On
t he sane day MMCD and MVBD sold their Treasury notes and cl osed
t he short positions on the Treasury notes for $7,500,000 and
$8, 500, 000, respectively.

On August 29, 1999, M. Beard sold his entire interest in
MVCD and in MVBD to Unicom an unrelated third-party purchaser
for $6,574,939 and $7, 638, 211, respectively.

On April 11, 2000, petitioners jointly filed their 1999
Federal inconme tax return. On their Schedule D, Capital Gains
and Losses, petitioners clainmed a cost basis of $6,161,351 in
MMCD and $7, 638,463 in MVSD and net gains fromthe sales of the
shares of $413,588 and $992, 748, respectively. Petitioners also
reported gross proceeds fromthe sale of Treasury notes of
$12, 125, 340, a cost basis of $12,160,000, and a resulting net
| oss of $34,660. There is no indication on Schedule M2,

Anal ysi s of Accumrul at ed Adjustnents Account, O her Adjustnents
Account, and Sharehol ders’ Undi stri buted Taxabl e | nconme

Previ ously Taxed, of the 1999 inconme tax return of either MMCD or
MVESD that the S corporations had assuned the liability to cover
the short position in Treasury notes.

On April 13, 2006, respondent issued a notice of deficiency

reduci ng petitioners’ bases in the MMCD and MVBC st ock by
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$5, 700, 000 and $6, 460, 000, respectively.? The result was a
$12, 160,000 increase in the capital gain fromthe sale.
Respondent contends that the bases in the MMCD and MVBSC st ock
were inflated because they were not reduced by the liability to
cl ose the short position.

On July 11, 2006, petitioners filed a tinmely petition with
this Court. On Septenber 11, 2007, petitioners filed a notion
for summary judgnent on the ground that the notice of deficiency
was issued after the period of limtations had expired.
Petitioners contend that overstatenent of basis is not an
om ssion fromgross incone for purposes of the extended period of
[imtations under section 6501(e)(1)(A).

On February 19, 2008, respondent filed his notice of
objection to petitioners’ notion, agreeing that the materi al
facts necessary to determ ne whether petitioners actions
constitute an om ssion fromgross incone are not in dispute.
Respondent contends, however, that there is a genuine issue of
fact as to whether the notice of deficiency was tinely issued

under section 6501(e).

2Respondent al so di sal |l owed $155, 858 of petitioners’
item zed deducti ons.
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Di scussi on

Summary judgnent is intended to expedite litigation and

avoi d unnecessary and expensive trials. Fla. Peach Corp. V.

Conm ssioner, 90 T.C. 678, 681 (1988). The Court may grant

summary judgnment when there is no genuine issue of material fact
and a decision may be rendered as a matter of law. Rule 121(b);

Sundstrand Corp. v. Conm ssioner, 98 T.C 518, 520 (1992), affd.

17 F.3d 965 (7th Cr. 1994); Zaentz v. Conmm ssioner, 90 T.C. 753,

754 (1988). The noving party bears the burden of proving that

there is no genuine issue of material fact. Dahlstromyv.

Commi ssioner, 85 T.C 812, 821 (1985); Naftel v. Conm ssioner, 85

T.C. 527, 529 (1985). The Court wll view any factual materi al
and inferences in the light nost favorable to the nonnoving

party. Dahlstromyv. Conm ssioner, supra at 821; Naftel v.

Conmi ssi oner, supra at 529.

Under the general rule set forth in section 6501(a), the
I nternal Revenue Service is required to assess the tax (or send a
notice of deficiency) within 3 years after a Federal incone tax
return is filed. Section 6501(e)(1)(A) extends the limtations
period to 6 years “If the taxpayer omts fromgross inconme an
anount properly includible therein which is in excess of 25
percent of the anpbunt of gross incone stated in the return”.

Section 6501(e)(1)(A) was first enacted as section 275(c) of

t he Revenue Act of 1934 (1934 Revenue Act), Ch. 277, 48 Stat.
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745. See Badaracco v. Conmm ssioner, 464 U. S. 386, 392 (1984).

In 1954 Congress nade several changes to this provision. See H
Rept. 1337, 83d Cong., 2d Sess. A414 (1954); S. Rept. 1622, 83d
Cong., 2d Sess. 584-585 (1954). Section 6501(e)(1)(A) (i)
provi des an exception to the general definition of gross incone,
stating that

In the case of a trade or business, the term ' gross

inconme’ neans the total of the ampbunts received or

accrued fromthe sale of goods or services * * * prior

to the dimnution by the cost of such sales or

servi ces.
Al so, section 6501(e)(1)(A)(ii) provides a “safe harbor” for a
t axpayer who ot herwi se has made a substantial om ssion, stating
t hat

In determ ning the amount omtted from gross incone,

there shall not be taken into account any anmount which

is omtted fromgross inconme stated in the return if

such amount is disclosed in the return, or in a

statenent attached to the return, in a manner adequate

to apprise the Secretary of the nature and anount of

such item

Respondent argues that the overstatenent of basis in a
context outside of the sale of goods or services should constitute
an om ssion fromgross incone and thus trigger the 6-year

limtations period under section 6501(e)(1)(A).?3

3Respondent al so argues, alternatively, that petitioners’
transfer of Treasury notes to the S corporations should be recast
as bona fide and that petitioners’ two S corporations omtted
income fromtheir returns by failing to report the close of their
short positions. See sec. 1.1233-1(a)(1), Incone Tax Regs. In a
short sale, the timng of gain or |oss recognition renmai ns open
(continued. . .)
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In Colony, Inc. v. Conmm ssioner, 357 U S. 28, 33, 37 (1958),

the Suprenme Court, interpreting section 275(c) of the 1934 Revenue
Act, the predecessor of section 6501(e), held that the extended
period of limtations applies to situations where specific incone
recei pts have been “left out” in the conputation of gross inconme
and not when an understatenent of gross incone resulted froman
overstatenment of basis. The facts of Colony dealt with a taxpayer
who devel oped and sold lots in a subdivision. 1d. at 30-31.

I n Bakersfield Enerqy Partners, LP v. Conm ssioner, 128 T.C.

207 (2007), affd. 568 F.3d 767 (9th Cir. 2009), a partnership
(Bakersfield) which owned oil and gas property used the Internal
Revenue Code’s partnership termnation and transfer provisions to
increase its basis in that property before selling it to a third

party in 1998.4 The Conmi ssioner issued a notice of final

3(...continued)
until the seller closes the sale by replacing the borrowed
property. Hendricks v. Conmm ssioner, 51 T.C. 235, 241 (1968),
affd. 423 F.2d 485 (4th Gr. 1970). Respondent contends that, if
petitioners’ bases in the S corporations were increased by their
transfer of Treasury notes to MMCD and MMSD, the S corporations
shoul d have recogni zed gain of $12, 160, 000 when they cl osed the
short sale obligation. Respondent’s reasoning is flawed,
however, as his anal ysis does not take into account the transfer
of petitioners’ short sale obligation to MMCD and MVSD, which
| onwered petitioners’ bases in both S corporations by the sanme
anount their bases were raised through the transfer of the
Treasury notes. See Rev. Rul. 95-45, 1995-1 C. B. 53.
Utimately, respondent’s alternative argunment results in the sane
overstatenment of basis issue present in the notice of deficiency.

“Specifically, four of the seven partners in Bakersfield
took the following steps to increase Bakersfield s zero basis in
(continued. . .)
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partnership adm ni strative adjustnent (FPAA) alnost 6 years after
Bakersfield filed its return for 1998, and Bakersfield contended
that the FPAA was untinely under Colony. Because Bakersfield did
not omt any inconme receipt or accrual in its conputation of gross
i ncone, we held that the Suprene Court’s decision in Colony
applied and Bakersfield s overstatenent of basis did not trigger

the extended Iimtations period. Bakersfield Enerqy Partners, LP

v. Conmm ssioner, supra at 215-216. As part of our holding, we

stated that neither “the | anguage or the rationale of Colony, Inc.

can be limted to the sale of goods or services by a trade or
busi ness.” 1d. at 215.

Respondent contends that Bakersfield was wongly deci ded and

that Col ony should be limted to cases where the taxpayer is

4(C...continued)
its oil and gas property: (1) The four partners fornmed a new
partnership, Bakersfield Resources, L.L.C. (Resources); (2) the
four partners sold their partnership interests in Bakersfield to
Resources for $19,924,870. The four partners held a collective
majority stake in Bakersfield and thus caused a technical
term nation of the Bakersfield partnership and the formation of a
new partnership in which Resources held a majority interest under
sec. 708(b)(1)(B); (3) the new Bakersfield partnership elected to
increase its basis in partnership assets by the $19, 924,870 sal e
price of the partnership interests sold to Resources follow ng
the transfer of partnership interest pursuant to secs. 754 and
743. Bakersfield allocated $16, 515,194 of its new $19, 924, 870
basis to its oil and gas property and the rest to its other
assets; (4) Bakersfield sold its oil and gas property to a third
party for $23,898, 611.
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involved in the sale of goods and services.® First, respondent
argues that Colony’'s interpretation of section 275(c) of the 1934
Revenue Act is not binding because its successor statute, section
6501(e)(1)(A), is materially different (the materiality argunent).
Second, respondent argues that Colony interpreted section 275(c)
of the 1934 Revenue Act as having the sanme neani ng as section
6501(e) (1) (A (i) and thus Colony should apply only to taxpayers
who realize gross receipts fromsales or services in the course of
a trade or business (the interpretation argunent).

The Conmm ssioner raised these sane argunents with regard to

Bakersfield in the Court of Appeals for the Ninth Crcuit.

Bakersfield Enerqgy Partners, LP v. Comni ssioner, 568 F.3d at 775.

Addressing the materiality argunent, the Court of Appeals for the
Ninth Crcuit noted that Congress did not change the | anguage in

t he body of section 6501(e)(1)(A), which is identical to the

°Several cases have questioned the continuing viability of
Colony, Inc. v. Conm ssioner, 357 U S. 28 (1958) in the light of
the 1954 anmendnents to sec. 6501(e)(1)(A). For exanple, in CC &
F W Qperations Ltd. Pship. v. Conm ssioner, 273 F.3d 402, 406
n.2 (1st Cr. 2001), affg. T.C. Meno. 2000-286, the Court of
Appeals for the First Crcuit stated that “Whether Colony’s main
hol ding carries over to section 6501(e)(1) is at |east doubtful”
suggesting that the Suprene Court’s gross incone test applies
only to sal es of goods and services covered by sec.
6501(e)(1)(A), but not to other types of incone. That position,
however, was not adopted by other Courts of Appeals. Most
recently, the Court of Appeals for the Federal G rcuit determ ned
that there was no “basis for limting Colony's hol ding concerning
the “omts fromgross incone’ |anguage of I.R C. 8§ 275(c) to
sal es of goods or services by a trade or business.” Salnman Ranch
Ltd v. United States, = F.3d __ (Fed. Cr., July 30, 2009) (slip
op. at 20).
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| anguage in section 275(c) of the 1934 Revenue Act that the

Suprene Court construed in Colony.® 1d. at 775-776. Addressing

the interpretation argunment, the Court of Appeals noted that the
Suprene Court expressly avoided construing the 1954 Code and “did
not even hint” that its interpretation of section 275(c) of the
1934 Revenue Act was |limted to cases in which the taxpayer was
engaged in a trade or business. 1d. at 778.

We believe that it would be inappropriate to “di stinguish and

di m ni sh the Suprenme Court’s holding in Colony”. Bakersfield

Energy Partners, LP v. Conm ssioner, 128 T.C. at 215. The

princi ples of Colony apply where a taxpayer overstates his basis.

In both Colony and Bakersfield the taxpayers artificially inflated

their bases in assets that were subsequently sold. Although

Colony dealt with the sale of |and and Bakersfield with the sale

5The Court of Appeals for the Nnth Crcuit also dism ssed
t he Comm ssioner’s sub-argunment that applying Colony to the 1954
Code woul d render sec. 6501(e)(1)(A) (i) superfluous:

Section 6501(e)(1)(A) requires a conparison of two
nunbers: (1) the “gross incone” omtted with (2) the
“gross incone” stated in the return. |If the first
nunber divided by the second nunber is greater than
25% then the 6-year limtations period applies.
Because 8§ 6501(e)(1)(A) (i) changes the definition of
“gross incone” for taxpayers in a trade or business, it
potentially affects both the nunerator (the om ssion
fromgross incone) and the denom nator (the total gross
inconme stated in the return). Colony’s hol ding,
however, affects only the nunerator, by defining what
constitutes an om ssion from gross i ncone.

Bakersfield Energy Partners, LP v. Comnmi ssioner, 568 F.3d 767,
776 (9th Cr. 2009), affg. 128 T.C. 207 (2007).
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of oil and gas property, in neither case did the taxpayer fail to
report gross inconme on a return for purposes of the extended
limtations period.
We assune that petitioners overstated the bases of their S

corporations on their 1999 return. Under Colony and Bakersfield,

petitioners did not omt incone fromtheir return such as would
subject themto the extended period of limtations. Accordingly,
petitioners’ notion for summary judgnent will be granted.

I n reaching these holdings, the Court has considered al
argunents nade and, to the extent not nentioned, concludes that
they are noot, irrelevant, or w thout nerit.

To reflect the foregoing,

An appropriate order and

decision will be entered.




