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California: IRC section 751(a) gain sourced to taxpayers'
states of residence (0ffice of Tax Appeals decision)

The California Office of Tax Appeals (OTA) on October 5, 2026, published a decision holding that gain under
IRC section 751(a) from the sale of a non-unitary partnership interest was sourced to the taxpayers’ states of
residence.

The taxpayers in the case owned interests in an upper-tier investment company treated as a partnership for tax
purposes, which owned a minority interest in a lower-tier partnership that engaged in business in California and
other states. The upper-tier partnership sold portions of its ownership interest in the lower-tier partnership, and
under guidance from the California Franchise Tax Board (FTB), gain from the sale was to be sourced using the
lower-tier partnership’s apportionment factors. However, the OTA disregarded this guidance and agreed with
the taxpayers that the gain from the sale of partnership interests was entirely sourced to the taxpayers’ states
of residence.

IRC section 751(a) provides that the portion of gain from the sale of a partnership interest attributable to certain
partnership assets (unrealized receivables and inventory) is treated as “an amount realized from the sale or
exchange of property other than a capital asset.” In Legal Ruling 2022-02, the FTB interpreted this provision to
treat the gain as arising from the sale by the partnership of the underlying property. Under that view, the gain
constitutes income that must be sourced using the partnership’s apportionment factors. The OTA rejected the
FTB’s interpretation of the IRC, relying in part on the U.S. Court of Appeals for the D.C. Circuit’s decision in
Rawat v. Commissioner (2024) that rejected a similar position advanced by the IRS.

Both the D.C. Circuit and the OTA concluded that IRC section 751(a) changes only the character of the gain—
treating it as ordinary income rather than capital gain—without treating the transaction as a sale of the
partnership’s underlying assets. The OTA also distinguished this case, in which the partnership interest sold
was not unitary with its owner, from a case involving a holding partnership’s sale of a unitary operating
partnership; in the latter situation, the gain is apportioned as income from a unitary business. Here, the gain
was properly treated as ordinary income from the sale of a non-unitary intangible asset—the partnership
interest. California’s division-of-income rules therefore required the gain to be sourced to the indirect owners’
states of residence.

This OTA decision is “Pending Precedential.” A taxpayer that previously treated IRC section 751(a) gain as the
sale of other than a partnership interest (e.g., inventory or unrealized receivables) may have refund
opportunities.
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