Max Sobel Wholesale Liquors v. Commissioner, 70 T. C. 796 (1978)

Illegal rebates given at the time of sale can be excluded from gross income if they
effectively reduce the sales price, rather than being treated as a deductible expense.

Summary

In Max Sobel Wholesale Liquors v. Commissioner, the Tax Court held that illegal
rebates given by a liquor wholesaler to its customers could be excluded from gross
income. The petitioner, a liquor wholesaler, had been giving rebates to selected
customers in violation of California law. The IRS sought to disallow these rebates as
deductions under IRC section 162(c)(2). The court, however, found that these
rebates were part of the sales transaction and thus should be treated as a reduction
in gross income, not as a deductible expense. This decision reaffirmed the principle
established in the Pittsburgh Milk case, emphasizing that such rebates are not
within the scope of section 162(c)(2).

Facts

Max Sobel Wholesale Liquors, a California corporation, was engaged in the
wholesale distribution of liquor and wine in the San Francisco Bay area. The
company was required to file monthly price lists with the California Department of
Alcoholic Beverage Control (ABC) and was prohibited from selling below these
posted prices. Despite this, the petitioner offered rebates to selected customers,
allowing them to purchase additional liquor or wine at no extra charge. These
rebates were recorded in a “black book” and not reflected in the company’s
accounting records. The practice violated California law, leading to a 15-day
suspension of the petitioner’s license. The IRS sought to increase the petitioner’s
income by the cost of the rebated liquor, arguing that these payments were illegal
and non-deductible under IRC section 162(c)(2).

Procedural History

The IRS issued a notice of deficiency to the petitioner for the fiscal years ending
January 31, 1973, and January 31, 1974, due to the illegal rebates given to
customers. The petitioner appealed to the Tax Court, which heard the case and
issued its opinion in 1978.

Issue(s)

1. Whether illegal rebates given to customers at the time of sale should be excluded
from gross income as a reduction in sales price or disallowed as a deduction under
IRC section 162(c)(2).

Holding

1. Yes, because the rebates were part of the sales transaction and should be treated
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as a reduction in gross income, following the precedent set in the Pittsburgh Milk
case.

Court’s Reasoning

The court’s reasoning centered on the application of the Pittsburgh Milk line of
cases, which held that rebates given at the time of sale are a reduction in gross
income, not a deductible expense. The court distinguished between rebates given as
part of the sales transaction and illegal payments to third parties, which are covered
by section 162(c)(2). The court noted that the rebates in question were automatically
reflected in the cost of sales and were not of a type that would be disallowed under
section 162(c)(2). The court also rejected the IRS’s argument that subsequent
amendments to section 162(c) or the Tank Truck Rentals and Tellier cases had
overruled the Pittsburgh Milk precedent. The court emphasized that if Congress had
intended to overrule the Pittsburgh Milk case, it would have been more explicit in
the legislative amendments. The court also noted that the IRS had previously
acquiesced to the Pittsburgh Milk decision, further supporting its continued validity.

Practical Implications

This decision has significant implications for businesses involved in industries where
price regulation is common, such as alcohol distribution. It clarifies that illegal
rebates given at the time of sale can be treated as a reduction in gross income
rather than a non-deductible expense under IRC section 162(c)(2). This ruling may
encourage businesses to structure their pricing and rebate practices in a way that
aligns with the Pittsburgh Milk principle to avoid adverse tax consequences. It also
highlights the importance of understanding the distinction between rebates and
other types of illegal payments in tax law. Subsequent cases and IRS rulings may
need to consider this precedent when addressing similar issues, potentially affecting
how the IRS audits businesses in regulated industries.
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