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When Can A Payment Subject To An Offsetting Obligation 
Be Excluded From Income?

It is not uncommon for a taxpayer to receive a 
payment subject to an offsetting legal obliga-
tion, either to repay the funds under specifi ed 

circumstances or to expend the funds in a manner 
directed by the payor. If the transaction is not clearly 
documented as a loan, the taxpayer faces the question 
whether the payment must be included in income. 

Although this issue can arise in an almost infi nite 
variety of factual contexts, in most situations the 
case law resolves the tax treatment of the payment 
under (1) the “claim of right” doctrine, (2) the devel-
oping body of case law relating to “deposits,” or (3) 
“agency,” “conduit,” or “trust fund” theories. A com-
mon thread in all these lines of authority is that the 
treatment of the payment depends almost entirely on 
the nature of the obligation to return or expend the 
funds. Surprisingly, whether the taxpayer segregates 
or earns a return on the received funds does not 
appear to be of much signifi cance in resolving the 
income recognition issue.

Most practitioners are generally familiar with the 
law that governs these situations, but, in the author’s 
experience, many are not aware of all the circum-
stances under which a payment received under an 
offsetting obligation may be excluded from income. 
This column will examine the tax treatment of such 
payments, focusing specifi cally on the factors that 
bear on whether the taxpayer can avoid including 
the payment in income.

The Claim of Right Doctrine
A good starting point for the analysis is the “claim 
of right” doctrine. In the typical “claim of right” 
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case, the taxpayer receives a payment subject to a 
potential repayment obligation.1 This obligation may 
be contingent as of the end of the year in which the 
payment is received (e.g., where the repayment is 
required only upon the occurrence of an event in a 
future year); or, it may be fi xed at that time, but the 
taxpayer may not believe that the obligation exists or 
does not intend to honor the obligation.

The classic formulation of the “claim of right” doc-
trine holds that when a taxpayer receives a payment 
under a “claim of right and without restriction as to 
its disposition,” it is required to include the payment 
in income in the year received, “even though it may 
still be claimed that he is not entitled to retain the 
money, and even though he may still be adjudged 
liable to restore its equivalent.” 2 If the taxpayer re-
turns the payment in a later tax year, it cannot amend 
the tax return for the earlier tax year for the purpose 
of changing the treatment of the item previously 
reported,3 for that would violate the annual account-
ing period doctrine.4 Instead, the taxpayer may be 
allowed to claim a deduction for the repayment in 
the later tax year.5 

This formulation of the “claim of right” doctrine 
suggests that whether a taxpayer is required to re-
port a payment has two components: whether the 
taxpayer has received the payment under a “claim 
of right,” and whether there are “restrictions as to 
the disposition” of the received funds. In practice, 
however, the courts have focused primarily on one 
factor, namely, whether a fi xed obligation to repay 
the funds exists and is acknowledged by the taxpayer 
as of the end of the tax year in which the funds are 
received. If the legal obligation to repay the funds 
is contingent on events occurring in a later tax year 
(e.g., the obligation to repay insurance commissions 
if a policy is not renewed), the taxpayer must include 
the payment in income in the year of receipt.6 Even 
if a fi xed and legally binding obligation to return the 
payment technically exists at the end of the year in 
which the payment is received, the courts will ordi-
narily require the taxpayer to include the payment in 
income if he or she acts as the owner of the income 
(e.g., where at year-end the taxpayer believes that he 
or she is entitled to keep the payment7 or is aware 
of the obligation to return the payment but intends 
to ignore it8). To paraphrase the classic Glenshaw 
defi nition of income,9 acting as if one is entitled to 
retain a payment is suffi cient “dominion” over the 
payment to regard it as an “accession to wealth” that 
is includible in income.

By contrast, if the taxpayer expressly acknowledges 
an existing and fi xed obligation to repay an amount 
erroneously received and makes provisions for repay-
ment prior to the end of the tax year in which the 
payment is received, the courts will usually allow the 
taxpayer to exclude the payment from income.10 In 
this situation, it does not appear to matter whether the 
taxpayer commingles the funds or is legally restricted 
in its use of the funds during the period between the 
date of receipt and the date of repayment. Effectively, 
a suffi cient acknowledgment of the legal obligation 
to return the funds converts what would otherwise 
be income into a loan.

In summary, the “claim of right” cases establish 
that if a payment is received under an obligation to 
return the funds, the mere existence of that obligation 
is not suffi cient to prevent the inclusion of a payment 
in income. Rather, unless the obligation is uncondi-
tional and the taxpayer affi rmatively acknowledges 
the obligation and makes provision for its repayment 
before the end of the tax year in which the payment 
is received, the taxpayer will ordinarily be deemed to 
have received the payment under a “claim of right” 
and must include it in income. If the taxpayer does 
acknowledge the obligation and makes provision for 
payment in a timely manner, the fact that the taxpayer 
commingles and uses the received funds during the 
interval between receipt and repayment of the funds 
appears to be of no great importance.

Income v. Deposits 
Recent years have witnessed considerable litigation 
over the question whether a payment is a nontaxable 
“deposit” or an advance payment that is includible 
in income. Conceptually, the “deposit” cases are a 
subset of the “claim of right” cases, in that they in-
volve the receipt of a payment subject to the potential 
obligation to return the payment to the customer at 
a later date. What sets these cases apart from the 
typical “claim of right” case is that the taxpayer usu-
ally receives the payment from a customer under 
an agreement that allows any unrefunded portion 
of the payment to be applied to income earned by 
the taxpayer under certain circumstances. This fac-
tor causes the payment to resemble taxable prepaid 
income and, not surprisingly, that is the view often 
taken by the IRS.

As most practitioners are aware, the tax treatment 
of this kind of deposit11 was settled in Indianapolis 
Power and Light Co.12 In that case, an electric utility 
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(IPL) required certain customers to make deposits 
“to insure prompt payment” of future utility bills. IPL 
commingled these payments with its other funds, but 
agreed to refund a customer’s payment prior to the 
termination of service if the customer demonstrated 
acceptable credit. The refund was usually paid in cash 
or by check, but the customer could choose to have 
the deposit applied to future utility bills. 

The Court ruled that in determining whether the 
deposits were includible in income, the critical factor 
is “whether the taxpayer has some guarantee that he 
will be allowed to keep the money.”13 If the taxpayer 
can assure itself of the right to retain the payment, 
then, according to the Court, the payment is income; 
but, if control over the return of the funds resides in 
the customer, the deposit is more like a loan than an 
advance payment and will be treated as such. 

The Court went on to say that if a deposit meets the 
Indianapolis Power test for exclusion from income, the 
fact that the taxpayer commingles the funds with other 
assets, or earns a return on those deposits, is irrelevant 
to the income tax treatment of the deposit.14 That stands 
to reason, for if the taxpayer is under an obligation to 
refund the payment, then the taxpayer’s interim ability 
to use and invest the proceeds should be vested with 
no greater signifi cance than a borrower’s use or invest-
ment of loan proceeds prior to repayment.15 

The Court also indicated that the customer’s right 
to apply the payment to future utility bills, by itself, 
had no bearing on the treatment of the deposit in the 
year of receipt, because the customer was under no 
compulsion to do so. It is, according to the Court, 
“that element of choice that distinguishes an advance 
payment from a loan.”16 The Court elaborated: 

The individual who makes an advance payment re-
tains no right to insist upon the return of the funds; 
so long as the recipient fulfi lls the terms of the bar-
gain, the money is its to keep. The customer who 
submits a deposit to the utility . . . retains the right 
to insist upon repayment in cash; he may choose to 
apply the money to the purchase of electricity, but 
he assumes no obligation to do so, and the utility 
therefore acquires no unfettered ‘dominion’ over 
the money at the time of receipt.17

In other words, the customer’s right to apply the 
deposit to the payment of future utility bills was not 
materially different than his or her right to demand 
the refund in cash and use the proceeds to pay such 
utility bills.

Indianapolis Power thus established that whether 
a payment received by a taxpayer is a nontaxable 
deposit or prepaid income turns on whether the tax-
payer has control over the right to retain the funds.18 
The deposits at issue in the case met the Court’s test 
for excluding a payment from income, because the 
customer, rather than the taxpayer, controlled whether 
the deposit was refunded or applied to the payment 
of utility bills. In the Court’s words, “[s]o long as the 
customer fulfi lls his legal obligation to make timely 
payments, his deposit ultimately is to be refunded, 
and both the timing and method of that refund are 
largely within the control of the customer.”19

Indianapolis Power was a watershed, not just be-
cause it established that customer deposits may be 
excluded from income, but also because it opened 
the door for the exclusion of other kinds of payments 
as well. Cases decided after Indianapolis Power20 
suggest that any payment will be excludible from 
income, regardless of what it is called, if the taxpayer 
has an obligation to return the payment that satisfi es 
the Indianapolis Power standard.21 

An example of the reach of Indianapolis Power 
is Houston Industries Inc.22 There, a public utility 
charged its customers for fuel costs based on a fi xed 
charge per kilowatt hour, subject to an obligation 
(imposed by a regulatory authority) to compensate 
its customers, with interest, to the extent the charges 
exceeded actual fuel costs. The taxpayer recorded 
overrecoveries of fuel costs, as well as underrecov-
eries and interest, in a deferred credit book account 
and ultimately refunded the balance in that account 
through credits to the bills of its customers in 1984 
and by check in 1985. The Government argued that 
the overrecoveries were contingent upon the exis-
tence of suffi cient underrecoveries to absorb them, 
but the court, relying on Indianapolis Power, ruled 
that the overrecoveries were not income, because 
the taxpayer had a statutory obligation to offset these 
amounts against later underrecoveries or to refund the 
balance to its customers.23 The fact that the amounts 
at issue were billed to the taxpayer’s customers in the 
same manner as other utility charges and were not 
called “deposits” had no bearing on the decision.

One of the critical issues emerging from Indianapo-
lis Power is the nature of the taxpayer’s obligation that 
is required to avoid inclusion of a payment in income. 
The fi rst and somewhat obvious point to note here 
is that the taxpayer’s obligation to refund a payment 
must not be contingent if the taxpayer is to avoid 
taxation on receipt of the payment. If there is a set of 
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circumstances under which the taxpayer can retain 
the funds (other than the customer’s independent de-
cision to apply the funds to the payment of income), 
Indianapolis Power cannot shield the taxpayer from 
the claim of right doctrine. For example, in Conti-
nental Illinois Corporation,24 the taxpayer received 
interest payments under a fl oating rate loan, but 
agreed that at maturity it would refund any interest 
received in excess of a stated cap. The Seventh Circuit 
refused to apply Indianapolis Power to any interest in 
excess of the cap that the taxpayer collected prior to 
maturity, because the taxpayer’s obligation to refund 
that interest was contingent. 

A second point to make about Indianapolis Power is 
that it makes the exclusion of a payment from income 
depend on whether the customer is granted a right to 
receive a refund “in cash.” The obligation to refund 
the upfront payment in cash was, in the Court’s view, 
the thing that distinguishes an advance payment of 
income from a nontaxable deposit.25 It follows from 
Indianapolis Power that a payment that is refundable 
solely by credits against payments required to be made 
under a contract cannot escape current taxation.26

In Kansas City Southern Industries,27 however, the tax-
payer escaped taxation on upfront payments that were 
effectively used to offset contract payments. In that case, 
the taxpayer, a railroad, agreed with various shippers to 
construct “sidetracks” to the shippers’ industrial facilities 
under agreements that required the shipper to deposit 
the construction costs with the taxpayer. The agreements 
required the taxpayer to refund the construction costs to 
the shippers over a period of time in installments, with 
each payment calculated on the basis of the number 
of railcars originating on or destined to the sidetrack, 
multiplied by a fi xed dollar amount. While the opinion 
is not entirely clear, it appears that the taxpayer made 
these refunds in cash; however, their effect was to pro-
vide a discount on shipping services purchased from 
the taxpayer. To underscore the connection between the 
refunds and the purchase of services from the taxpayer, 
the agreement provided that if the shipper failed to carry 
on business at the plant for three consecutive months 
in any 12-month period, or if it sold its business, then 
the taxpayer had the right to terminate its obligation to 
refund construction costs.

On these facts, the Tax Court held that the upfront 
payments received by the taxpayer from the shippers 
were nontaxable deposits. Relying on Indianapolis 
Power, the court rejected the IRS’s argument that 
the taxpayer’s right to retain the payment upon the 
shipper’s discontinuation or sale of its business at the 

location amounted to “some guarantee” that it could 
keep the money. In the court’s view, whether the 
taxpayer could retain the upfront payment depended 
entirely on whether the shipper continued to use the 
taxpayer’s services, which was, in the court’s view, 
entirely in the shipper’s control.28

Kansas City Southern suggests that if a taxpayer has 
a properly documented contractual right to “earn” a 
deposit (e.g., through the performance of services), 
it can avoid triggering the inclusion of the deposit in 
income in the year of receipt. Suppose, for example, 
that a customer makes an upfront payment to the 
taxpayer under a long-term agreement for services 
that is terminable at any time by the customer but 
requires the taxpayer to refund only a proportionate 
part of the upfront payment upon termination. Does 
taxpayer’s right to earn the payment over time under-
mine its argument that the upfront payment is a mere 
deposit, rather than an advance payment of income? 
Or, does the customer’s right to terminate the contract 
unilaterally at any time satisfy the Indianapolis Power 
test as to the portion of the deposit that would be 
refunded upon such termination? 

Although the Court in Indianapolis Power made 
a point of emphasizing that customers who estab-
lished good credit with the taxpayer had the right to 
receive full refunds of their deposits without regard 
to whether they continued to purchase utility services 
from the taxpayer,29 the opinion seems to imply that 
other arrangements could pass muster under the In-
dianapolis Power test. If the customer has the right 
to receive a cash refund upon the termination of 
the contract, then the customer’s unilateral right to 
terminate the contract should be suffi cient to cause 
the portion of the upfront payment that is refundable 
upon termination to be excludible from income.

At least one court has addressed this issue and 
agrees with this conclusion. In Highland Farms, Inc.,30 
an accrual method operator of a continuing care 
residential retirement community charged new resi-
dents “entry fees.” Each new resident was granted the 
unilateral right to terminate his or her rental contract, 
and if the contract were terminated (or the resident 
died) within fi ve years, the taxpayer was required to 
refund a portion of the entry fee. The IRS argued that 
the entry fees were prepaid rent and required the 
taxpayer to include them in income in the year of 
receipt. The court saw it differently, however. Relying 
on Indianapolis Power, the court held that the entry 
fees were mere deposits, not includible in income in 
the year received, and that only the nonrefundable 
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or nonforfeitable amount was includible in income 
each year.  It also ruled that the IRS’s attempt to invoke 
Code Sec. 446(b)31 was an abuse of discretion.32

Highland Farms and Kansas City Southern sug-
gest that Indianapolis Power may provide a reliable 
basis for circumventing authorities requiring accrual 
method taxpayers to include advance payments for 
services, etc., in income in the year received.33 That is, 
if a contract provides for a prepayment but permits the 
customer to terminate the contract at will during its 
term with proportionate refunding of the prepayment, 
the taxpayer’s lack of control of the refund supports 
the conclusion that the upfront payment is not income 
until the year it becomes nonforfeitable.

In summary, the Indianapolis Power line of cases 
permits a taxpayer to exclude a payment received 
from a customer from income if the taxpayer has an 
unconditional contractual, statutory or regulatory 
obligation to refund the payment in cash and lacks 
the power to defeat the obligation. Whether the tax-
payer segregates the funds or earns a return from the 
investment of such funds is not signifi cant.

Agency, Conduit and 
Trust Fund Theories
What if a taxpayer receives a payment under an ob-
ligation not to return the payment to the payor, but 
rather, to expend the funds for the benefi t of the pay-
or? Suppose, for example, that the seller of a building 
induces the taxpayer to enter into a long-term lease of 
a building from the prospective purchaser for above 
market rentals by paying the taxpayer a lump sum 
amount having a present value equal to the above 
market rentals. Does the taxpayer’s obligation to make 
above market rental payments provide a basis for 
excluding the up front payment from income? 

Taxpayers have employed “agency” and “conduit” 
theories to address similar questions, with some de-
gree of success. Under these theories, a taxpayer can 
make a case for excluding a payment from income by 
showing either that it received the payment as agent 
for a third party and under an obligation to forward 
the payment to such third party,34 or that it was a mere 
intermediary to facilitate a payment by the payor 
to the third party.35 For example, the IRS has ruled 
that a university faculty member who receives fees 
(e.g., from a court) for services provided to indigent 
clients under a university sponsored program and is 
obligated to turn such fees over to the university can 
exclude the payments from income.36

Similarly, taxpayers have successfully avoided in-
come recognition from payments that are intended to 
reimburse them for expenses incurred in an activity 
conducted on behalf of the payor, even in situations 
where the taxpayer was not employed by the payor.37 
For example, in Rev.  Rul. 77-27938 and Rev. Rul. 
77-280,39 the IRS ruled that expense reimbursement 
payments received by foster care and day care pro-
viders from program sponsors were excludible from 
income to the extent the payments did not exceed 
the expenses incurred by the provider.40

The agency and conduit theories, however, have 
an important limitation, namely, that neither appears 
to accommodate the situation where the taxpayer 
is permitted to use and even invest the received 
payment pending the expenditure of the funds. 
Consequently, the above authorities are unlikely to 
be helpful in a wide variety of situations (including 
the one described above).

For this situation, however, there is yet another line 
of helpful authorities, the so-called “trust fund” cases. 
Borrowing from the well-established rule that pay-
ments received by a trustee solely and expressly for the 
benefi t of another are not income to the trustee in his 
individual capacity,41 the “trust fund” doctrine allows a 
taxpayer to exclude a payment received from another 
party from income provided the arrangements satisfy 
conditions that, it turns out, are remarkably similar to 
those prescribed by Indianapolis Power. 

The leading case is Seven-Up Co.,42 which was 
decided well before Indianapolis Power. In that case, 
participating bottlers of 7-Up paid money to the 
taxpayer, the manufacturer of 7-Up extract, “for pur-
poses of advertising” the 7-Up beverage. The taxpayer 
placed the advertising funds received from the bottlers 
in one or more regular operating accounts, thereby 
commingling the advertising funds with its own oper-
ating funds, but it accounted for the advertising funds 
separately on its books in a special liability account. 
No individual bottler retained any right to the funds it 
contributed, so that when a bottler’s franchise was sold 
or canceled, all amounts previously contributed to the 
advertising fund by the bottler were retained by the 
taxpayer for advertising. However, the taxpayer did, in 
fact, honor its obligation to spend all the received funds 
for advertising. Although the advertising benefi ted the 
taxpayer by improving its sales of extract, the court 
found that the all parties understood that the advertis-
ing was conducted for the benefi t of the bottlers.

On these facts, the Tax Court held that the funds 
received by the taxpayer “constituted a trust fund” 
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for “advertising purposes” and were not includible 
in Seven-Up’s gross income. The taxpayer’s uncon-
ditional written obligation to use all of the received 
funds for advertising, its accounting for the advertis-
ing funds as a liability on its books and the fact that 
the taxpayer honored its obligation to spend all the 
received funds for advertising for the benefi t of the 
bottlers were critical to the court’s determination. 

Signifi cantly, the court rejected the Government’s 
contention that the commingling of funds destroyed 
the identity of the trust, based on the fact that the 
taxpayer had suffi cient cash and securities on hand to 
satisfy its obligations to purchase advertising and that 
“its books showed precisely the amounts contributed 
and unexpended.”43 It noted that: 

As custodian of the funds and agent for the bot-
tlers, petitioner was obligated to expend them 
for national advertising and any diversion for 
corporate or other purposes might be enjoined 
by the bottlers by a suit in equity. 44 

Seven-Up thus established that if a taxpayer re-
ceives a payment under a binding legal obligation 
to expend the amount received for the benefi t of the 
payor, the taxpayer is deemed to hold the payment 
“in trust” and is not required to include the payment 
in income.45 Signifi cantly, the “trust fund” doctrine 
can apply even if the arrangement does not constitute 
a trust under state law.46 

In order to avail itself of the “trust fund” doctrine, 
it appears that a taxpayer must satisfy only two re-
quirements. First, the taxpayer must show that it has 
a legally enforceable obligation to pay the amount 
received for a specifi ed purpose.47 In a number of 
cases, taxpayers have proven the enforceability of 
their promises to spend the money received for the 
specifi ed purposes by presenting evidence of a bind-
ing written contract.48 However, a case can be made 
that even a written contract is not required, if the 
taxpayer can otherwise demonstrate the existence of a 
binding obligation. For example, in Ford Dealers Ad-
vertising Fund, Inc.,49 the taxpayer, a special purpose 
corporation formed for the purpose of facilitating 
advertising for Ford dealers, was permitted to exclude 
from income recognition payments received from 
Ford Motor Co. in the absence of a written agreement 
with Ford as to the disposition of the funds received, 
where there was testimony at trial that amounts paid 
by Ford were supposed to be spent on advertising for 
the benefi t of the dealers.50 

Although in many of the trust fund cases, the payor 
was the person who possessed the right to enforce 
the taxpayer’s promise, the “trust fund” doctrine can 
apply where another person has that right. In Illinois 
Power Co.,51 the Illinois Commerce Commission (ICC) 
ordered the taxpayer to increase its electricity rates for 
certain commercial customers to encourage conserva-
tion. From the time the order was issued, the ICC made 
clear that the taxpayer would not be allowed to keep 
the additional money it collected from its customers 
under this directive, but the ICC failed to specify the 
precise manner in which Illinois Power would be re-
quired to disgorge the money, or when, to whom or 
with what interest. In 1979, the Commission decided 
that the money would be disbursed in the form of a 
credit on the utility bills of all of the taxpayer’s custom-
ers (i.e., not just the commercial customers from which 
the payments were originally collected). The Seventh 
Circuit held that under these facts, the increased 
charges were not includible in the taxpayer’s gross 
income, because the taxpayer was only a “custodian” 
of the funds with no benefi cial interest therein.52

The second requirement of the “trust fund” doctrine 
is that the taxpayer must be obligated to spend the 
received funds for the benefi t of someone other than 
the taxpayer. In most of the “trust fund” cases, the in-
tended benefi ciary was the payor or group of payors. 
For example, in many of the cases, the taxpayers were 
required to spend the received funds for the advertis-
ing and promotion of products sold by the payors.53 
Similarly, in Broadcast Measurement Bureau, Inc.,54 
the court held that fees received from subscribers for 
the purpose of funding the cost of compiling and dis-
tributing nationwide surveys measuring radio station 
and network audiences for the benefi t of subscribers 
were excludible from income.

However, just as a settlor of a trust is not required 
to name himself as benefi ciary, the “trust fund” cases 
do not appear to be limited to situations where the 
taxpayer is required to spend the received payment 
for the benefi t of the payor. For example, in the Ford 
Dealers Advertising Fund case mentioned earlier,55 the 
taxpayer was allowed to exclude from income funds 
received from Ford Motor Co. (in addition to the funds 
received from its dealers) to provide for advertising 
that, according to the court, was intended to benefi t 
the dealers, not Ford itself.

Another example of this is Illinois Power Co.56 
As noted earlier, in that case, the ICC ordered the 
taxpayer to increase its electricity rates for certain 
commercial customers to encourage conservation. 
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At the time the additional revenues were collected, 
neither the ICC, the taxpayer, nor the payors knew 
to whom (or for what) the additional collected 
amounts would be paid and ultimately the collected 
funds were paid to all Illinois customers (not just the 
commercial customers from whom the funds were 
collected). The court allowed the taxpayer to exclude 
the additional revenues from income, stating:

When a company collects sales tax as the 
government’s agent, the money does not go 
to the customers who made the purchases on 
which the tax was levied. And the settlor and 
the trustee of a trust are not the same persons 
as the benefi ciaries. . . .

And we cannot see what difference it makes that 
the refunds here were to a class of customers 
some or many members of which may have been 
different individuals from those who paid the 
higher rates ordered by the Commission.57 

Consistent with Indianapolis Power, the “trust fund” 
doctrine does not apply if the terms on which the tax-
payer receives the funds permit the taxpayer to retain 
all or a portion of the payment.58 This means that the 
agreement under which the funds are received must 
require the taxpayer to spend all of the received funds 
for the specifi ed purposes or obligate the taxpayer to 
return any unexpended funds to the payor. 

For example, in Broadcast Measurement Bureau,59 
the taxpayer collected subscription fees for the pur-
pose of compiling and distributing a nationwide 
survey measuring radio station and network audi-
ences according to a uniform standard. The court 
analyzed the subscription contracts and the taxpayer’s 
performance under the contracts, fi nding that (1) 
the contracts called for a single study, (2) use of the 
fees other than for a corporate purpose would be a 
violation of the contracts, and (3) the taxpayer was 
required to return any excess fees to its members, 
either by refund or by a credit against the cost of 
future studies. Based on these fi ndings, the court 
concluded that “it was settled from the outset that 
[the taxpayer] would receive no gain” and held that 
the taxpayer was allowed to exclude the subscription 
fees from income.60 

Similar to Broadcast Measurement are the adver-
tising fund cases. In each of these cases, the court’s 
determination that payments received were exclud-
able from income was based on the court’s fi nding 

that (1) the use of the funds was restricted by contract 
to advertising and promoting products “and neces-
sary corporate expenses incident thereto,” (2) any 
funds left upon the dissolution of the taxpayer were 
required to be utilized for the same purpose, and 
(3) the taxpayer was not permitted to receive any 
“compensation for handling the funds.” 61 

These cases stand in contrast to Krim-Ko Corp.62 
There, a manufacturer of chocolate syrup and its 
distributors engaged in an advertising program pur-
suant to which the distributors paid the taxpayer a 
certain amount per gallon of syrup, and, in return, 
the taxpayer furnished “advertising features and 
sales promotion services.” Although the taxpayer 
maintained separate records for each customer’s 
contribution to the advertising pool, the agreements 
did not expressly require the taxpayer to expend all 
the funds on advertising or to return any unexpended 
funds to the distributors. Not surprisingly, the Tax 
Court refused to characterize the arrangement as 
a “trust,” fi nding instead that “Krim-Ko, as an ad-
junct to its principal business, had undertaken to 
sell special advertising material and services to its 
customers.”63 Based on this determination, the court 
required the taxpayer to include the payments made 
to the advertising fund in income.64 

The restriction on the taxpayer’s right to benefi t from 
the “trust fund” does not preclude the taxpayer from 
receiving incidental fi nancial benefi ts from the pay-
ment. On the contrary, the cases allowing taxpayers 
to exclude payments received from income under 
the “trust fund” doctrine have explicitly or implicitly 
permitted the recipient of a payment to benefi t inci-
dentally in three ways.

First, the case law makes clear that the taxpayer 
may commingle the funds received with other funds 
belonging to the taxpayer. Consequently, prior to 
spending the funds for the prescribed purpose, it 
appears that the taxpayer is allowed to use the funds 
(and even retain the earnings from the temporary 
investment of the funds) without forfeiting the right 
to exclude the payment from income, as long as the 
taxpayer spends an amount equal to the total amount 
received for the specifi ed purpose.65 

Second, in at least one instance, a court allowed 
the taxpayer to avoid taxation on funds used to cover 
overhead expenses.66 

Third, the case law implicitly permits the taxpayer’s 
business to benefi t indirectly from the specifi ed ex-
penditures, as long as that benefi t is incidental to the 
purpose of the expenditure. In Seven-Up, for example, 
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the taxpayer was permitted to avoid taxation of pay-
ments devoted to advertising, even though the taxpayer 
indirectly benefi ted from the advertising (in the form 
of an increase in the volume of extract sold).67 

Conclusion
While the “claim of right” doctrine, the deposit 
cases, and the agency, conduit and trust fund 

authorities all deal with different situations, they 
have as a common premise the notion that a pay-
ment cannot be income if the taxpayer does not 
have the power to control whether it will retain the 
payment. Where the taxpayer lacks such power, its 
ability to invest or use the proceeds in the period 
between the receipt and refund (or expenditure) of 
the funds has very little bearing on the tax treat-
ment of the payment.
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