
Part I. Rulings and Decisions Under the Internal Revenue Code

Section 61.—Gross Income
Defined
26 CFR 1.61–3: Gross income derived from business.
(Also § 162; 1.162–1.)

Medicaid rebates. This ruling holds
that Medicaid rebates incurred by a phar-
maceutical manufacturer are purchase
price adjustments that are subtracted from
gross receipts in determining gross in-
come. Rev. Rul. 76–96 suspended in part.

Rev. Rul. 2005–28

ISSUE

Are Medicaid Rebates incurred by a
pharmaceutical manufacturer purchase
price adjustments that are subtracted from
gross receipts in determining gross in-
come, or ordinary and necessary business
expenses that are deductible from gross
income under § 162 of the Internal Rev-
enue Code?

FACTS

M, who uses an accrual method of ac-
counting and files returns on a calendar
year basis, manufactures and sells pre-
scription drugs. In 1992, M entered into a
“Rebate Agreement” with the Department
of Health and Human Services (HHS)
pursuant to the Medicaid Rebate Pro-
gram established by the Omnibus Budget
Reconciliation Act of 1990, Pub. L. No.
101–508, 104 Stat. 1388 (1990) (the Act).

The Medicaid Rebate Program is de-
signed to reduce the cost of drugs paid for
by the Medicaid Program and to increase
Medicaid beneficiaries’ access to prescrip-
tion drugs. Under the Act, pharmaceutical
manufacturers must sign a “Rebate Agree-
ment” with HHS (who acts on behalf of
each State Medicaid Agency) to gain ac-
cess to the Medicaid-funded segment of
the pharmaceutical market.

The Rebate Agreements require phar-
maceutical manufacturers to pay Medi-
caid Rebates directly to each State Medi-
caid Agency. A Medicaid Rebate is a
portion of the price paid by State Medi-
caid Agencies to retailers for covered
outpatient drugs dispensed to Medicaid
beneficiaries. The amount of the Medi-
caid Rebate is designed to ensure that the
Medicaid Program is charged no more for
covered outpatient drugs than any other
purchaser. See H.R. Rep. No. 101–881 at
96 (1990).

In 2005, the following events occur: (1)
M sells Product D, a prescription drug, to
W, a wholesaler; (2) W sells Product D to
R, a retail pharmacy; (3) R dispenses Prod-
uct D to individual A, a Medicaid benefi-
ciary, and then files a reimbursement claim
with S, a State Medicaid Agency; (4) S ap-
proves the claim and then reimburses R for
the cost of Product D plus a dispensing fee;
and (5) M pays a Medicaid Rebate to S pur-
suant to the Rebate Agreement.

LAW AND ANALYSIS

Section 61(a) provides that, except as
otherwise provided, gross income means
all income from whatever source derived.
Section 1.61–3(a) of the Income Tax Reg-
ulations provides that in a manufacturing,
merchandising, or mining business, “gross
income” means the total sales, less the cost
of goods sold, plus any income from in-
vestments and from incidental or outside
operations or sources.

Section 162 allows as a deduction all
the ordinary and necessary expenses paid
or incurred during the taxable year in car-
rying on any trade or business. Section
1.162–1(a) provides, in part, that business
expenses deductible from gross income in-
clude the ordinary and necessary expendi-
tures directly connected with or pertaining
to the taxpayer’s trade or business.

In Pittsburgh Milk Co. v. Commis-
sioner, 26 T.C. 707 (1956), nonacq.
1959–2 C.B. 8–9, nonacq. withdrawn
and acq. 1962–2 C.B. 5–6, acq. with-
drawn and nonacq. 1976–2 C.B. 3–4, and
nonacq. withdrawn in part and acq. in
part 1982–2 C.B. 2, the Tax Court ad-
dressed whether allowances, discounts,

or rebates paid by a milk producer to
certain purchasers of its milk, in willful
violation of state law, are adjustments to
the purchase price of the milk resulting
in a reduced sales price, or ordinary and
necessary business expenses under § 162
(in which case no deduction would be
allowed under the rules of § 162(c)). The
court reasoned that for income derived
from the sale of property, in determining
gain, the amount realized 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 focused on the facts and circum-
stances of the transaction, what the parties
intended, and the purpose or consideration
for which the allowance was made. The
court found that the allowances were part
of the sales transaction and concluded
that gross income must be computed with
respect to the agreed net prices for which
the milk was actually sold. Thus, under
Pittsburgh Milk, where a payment is made
from a seller to a purchaser, and the pur-
pose and intent of the parties is to reach an
agreed upon net selling price, the payment
is properly viewed as an adjustment to the
purchase price that reduces gross sales.

In contrast, in United Draperies, Inc. v.
Commissioner, 41 T.C. 457 (1964), aff’d,
340 F.2d 936 (7th Cir.), cert. denied, 382
U.S. 813 (1965), the Tax Court held that
a drapery manufacturer could not exclude
from income kickbacks paid to employees
of the companies that purchased the tax-
payer’s draperies. The court noted that
the kickbacks were made to employees of
its customers and were “independent of its
agreement with its purchasers fixing the
selling price of the products sold,” and that
“[t]hese amounts were paid for a consider-
ation separate from the selling price of its
products, namely these employees send-
ing the business of their employers to peti-
tioner ....” United Draperies at 465.

Rev. Rul. 76–96, 1976–1 C.B. 23, ad-
dresses the tax treatment of rebates paid by
an automobile manufacturer to retail cus-
tomers. The manufacturer offered rebates
of a set amount to retail customers who
independently negotiated at arm’s length
with one of the manufacturer’s dealers to
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arrive at a purchase price for a new car.
The ruling holds that the rebates reduce the
purchase price of the cars and are not in-
cludible in the retail customer’s gross in-
come. The ruling further holds that the
manufacturer may deduct the rebates as
ordinary and necessary business expenses
under § 162.

The Medicaid Rebate is paid by M to S
pursuant to the terms of the rebate agree-
ment. Under the purpose and intent test
of Pittsburgh Milk, the Medicaid Rebate is
made with the purpose and intent of reach-
ing an agreed upon net selling price, and is
negotiated and agreed to before the sale to
W takes place.

HOLDING

Medicaid Rebates incurred by a phar-
maceutical manufacturer are purchase
price adjustments that are subtracted from
gross receipts in determining gross in-
come.

EFFECT ON OTHER DOCUMENTS

Rev. Rul. 76–96 is suspended in part.
Whether a rebate of the type described in
Rev. Rul. 76–96 is an ordinary and neces-
sary business expense or, alternatively, is
a reduction of gross receipts in determin-
ing gross income, is an issue under recon-
sideration. Accordingly, the conclusion of
Rev. Rul. 76–96 that rebates made by the
manufacturer are ordinary and necessary
business expenses deductible under § 162
is suspended pending the Service’s recon-
sideration of the issue and publication of
subsequent guidance. Therefore, the Ser-
vice will not apply, and taxpayers may not
rely on, this conclusion while it is being re-
considered.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Susie K. Bird of the Office of Asso-
ciate Chief Counsel (Income Tax and Ac-
counting). For further information regard-
ing this revenue ruling, contact Ms. Bird
at (202) 622–4950 (not a toll-free call).

Section 162.—Trade or
Business Expenses
26 CFR 1.162–1: Business expenses.

Medicaid rebates incurred by a pharmaceutical
manufacturer are not ordinary and necessary busi-
ness expenses deductible from gross income under
§ 162 but are purchase price adjustments that are
subtracted from gross receipts in determining gross
income. See Rev. Rul. 2005-28, page 997.

Section 280G.—Golden
Parachute Payments

Federal short-term, mid-term, and long-term rates
are set forth for the month of May 2005. See Rev.
Rul. 2005-27, page 998.

Section 382.—Limitation
on Net Operating Loss
Carryforwards and Certain
Built-In Losses Following
Ownership Change

The adjusted applicable federal long-term rate is
set forth for the month of May 2005. See Rev. Rul.
2005-27, page 998.

Section 412.—Minimum
Funding Standards

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of May 2005. See Rev. Rul. 2005-27, page 998.

Section 467.—Certain
Payments for the Use of
Property or Services

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of May 2005. See Rev. Rul. 2005-27, page 998.

Section 468.—Special
Rules for Mining and Solid
Waste Reclamation and
Closing Costs

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of May 2005. See Rev. Rul. 2005-27, page 998.

Section 482.—Allocation
of Income and Deductions
Among Taxpayers

Federal short-term, mid-term, and long-term rates
are set forth for the month of May 2005. See Rev.
Rul. 2005-27, page 998.

Section 483.—Interest on
Certain Deferred Payments

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of May 2005. See Rev. Rul. 2005-27, page 998.

Section 642.—Special
Rules for Credits and
Deductions

Federal short-term, mid-term, and long-term rates
are set forth for the month of May 2005. See Rev.
Rul. 2005-27, page 998.

Section 807.—Rules for
Certain Reserves

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of May 2005. See Rev. Rul. 2005-27, page 998.

Section 846.—Discounted
Unpaid Losses Defined

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of May 2005. See Rev. Rul. 2005-27, page 998.

Section 1274.—Determi-
nation of Issue Price in the
Case of Certain Debt Instru-
ments Issued for Property
(Also Sections 42, 280G, 382, 412, 467, 468, 482,
483, 642, 807, 846, 1288, 7520, 7872.)

Federal rates; adjusted federal rates;
adjusted federal long-term rate and the
long-term exempt rate. For purposes of
sections 382, 642, 1274, 1288, and other
sections of the Code, tables set forth the
rates for May 2005.

Rev. Rul. 2005–27

This revenue ruling provides vari-
ous prescribed rates for federal income
tax purposes for May 2005 (the current
month). Table 1 contains the short-term,
mid-term, and long-term applicable fed-
eral rates (AFR) for the current month
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