Pittsburgh Milk Co. v. Commissioner, 26 T.C. 722 (1956)

Illegal rebates or allowances that effectively reduce the price of goods sold should
be reflected in the calculation of gross sales for federal income tax purposes, even if
the rebates violate state law.

Summary

The Pittsburgh Milk Company made illegal allowances (rebates) to certain
customers to avoid the Pennsylvania Milk Control Law. The company argued that
these allowances should reduce its gross sales for federal income tax purposes,
reflecting the actual price at which the milk was sold. The Commissioner of Internal
Revenue disagreed, arguing the rebates were not deductible and the sales should be
recorded at the list price. The Tax Court ruled in favor of the company, holding that
the illegal allowances did, in fact, reduce the effective selling price, and therefore
should reduce gross sales for income tax purposes. The court emphasized that
income tax calculations should reflect the actual economic reality of transactions,
regardless of their legality.

Facts

The Pittsburgh Milk Company sold milk and, in violation of the Pennsylvania Milk
Control Law, made allowances (rebates) to certain customers. These allowances
were determined by informal agreements that lowered the price of the milk below
the regulated list price. The company recorded the sales at the list price, but the
allowances were effectively a price reduction. The Internal Revenue Service (IRS)
assessed taxes based on the list price without accounting for the allowances. The
company argued that the allowances should reduce their gross sales for tax
purposes.

Procedural History

The case originated in the United States Tax Court. The court considered the case
based on stipulated facts and legal arguments from both the Pittsburgh Milk
Company and the Commissioner of Internal Revenue. The Tax Court ruled in favor of
the company, which determined that the rebates should be applied to reduce the
company’s gross sales.

Issue(s)

1. Whether the illegal allowances made by Pittsburgh Milk Company to its
customers, in violation of the Pennsylvania Milk Control Law, should be applied to
reduce the gross sales figure for federal income tax purposes.

2. Whether the illegal allowances could be recognized as deductions from gross
income for ordinary and necessary business expenses in the nature of advertising or
sales promotion expense.
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Holding

1. Yes, the allowances should be applied to reduce the corporation’s gross sales, so
as to reflect the actual agreed prices for which the milk was sold, even though the
arrangements violated state law, because the actual amount realized from the sale
of goods is what is used to compute taxable income.

2. No, since the court determined that the allowances correctly reduced gross sales,
it was unnecessary to consider the alternative argument that the allowances
constituted a deductible expense.

Court’s Reasoning

The court focused on the principle that federal income tax calculations must be
based on the economic substance of a transaction, not merely on the form or on
bookkeeping entries. The court cited that the tax is imposed only on “income” and
not upon every conceivable type of receipt. The court determined that the milk was
not sold at the list price but at a net price reflecting the allowances. The court
observed that the parties agreed the Milk Control Commission prices would be used
as a starting point in an agreed formula for arriving at the agreed net prices for the
milk. The allowances represented the difference between the list prices and the
agreed selling prices.

The court emphasized that the actual selling price, irrespective of its legality under
state law, determines the amount realized for income tax purposes. The court
stated, “Where gains, profits, and income derived from the sale of property are
involved, the tax is computed with respect to ‘the amount realized therefrom’ (sec.
I11 (a), 1939 Code); and such realized amount must be based on the actual price or
consideration for which the property was sold, and not on some greater price for
which it possibly should have been, but was not, sold.”

The court distinguished the allowances from rebates or discounts given for separate
considerations, like additional purchases. The court found that the allowances were
an integral part of the price-setting mechanism, intended to arrive at the agreed net
price for the milk.

The court referred to the Supreme Court, which had stated, “Moral turpitude is not
a touchstone of taxability.”

Practical Implications

This case is important because it shows that federal tax treatment generally follows
economic substance rather than legal form, especially when dealing with revenue. It
provides guidance on how to calculate gross sales when illegal discounts or
allowances are involved. It also highlights that the courts will not necessarily be
swayed by moral arguments or the legality of a transaction under state law when
determining federal tax liability. This informs tax accounting and planning,
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suggesting that businesses should carefully document the economic reality of sales
transactions. Tax attorneys need to consider how a court will characterize a
transaction to determine the tax consequences.

Subsequent cases have cited Pittsburgh Milk Co. to reinforce that the determination
of taxable income is based on the actual price received, even when the transaction is
not legal. For example, this can inform the analysis of various pricing schemes,
rebates, or other arrangements that effectively reduce the price of goods or
services.
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